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A concise framework of basic concepts and 
generalizations for teaching economics for K--12 students is 
presented. The guide summarizes the basic structure and substance of 
economics and lists and describes economic concepts. Standard 
guidelines are provided to help school systems integrate economics 
into their on-going courses of study, Designed to be used by those 
working with teachers on curriculum development in economic 
education, the guide can also be used by methods instructors, six 
manor areas are defined as essential to economic understanding. 
First, students need to develop an objective^ rational approach end 
be able to organize their thinking ag they address economic issues 
and questions. Second, students need to master basic economic 
concepts and understand economic institutions, measurement concepts, 
and concepts for evaluating economic action and** policies. Third, 
students need a simple overview of the American economic system so as 
to provide a structure for examining specific issues* Fourth, 
students need to possess the knowledge and skills to recognize the 
various types of economic issues they are likely to encounter such as 
market and government action. Fifth, students need to apply their 
economic understanding to particular issues relevant to their own 
lives, such as the scarcity of oil or the rising coffee prices. 
Sixth, students need to form their own judgments on economic issues 
based on their analysis of the issues, tempered by their own values, 
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Preface 

This document is the first of a two-part publication entitled Master Cur- 
riculum Guide in Economics for the Nations Schools. Part I, A Framework for 
Teaching Economics: Basic Concepts, is a crowning achievement for the economic 
education profession. It is the first time any social science discipline has been 
presented in a form that not only clarifies its conceptual structure but also specifies 
the utility of that structure to decision-making. Part II of the Guide, Strategies for 
Teaching Economics, demonstrates how the conceptual Framework can be intro- 
duced to students at various grade levels. 

The Joint Council greatly appreciates the fine cooperation given to us by the 
American Economic Association's Committee on Economic Education. We are 
especfally indebted to the four economists who drafted this report. Their t^k was 
most difficult because it required many hard choices regarding coverage. Thanks 
are also due to the'hundreds of reviewers from the ranks of education, business, 
labor, agriculture, economics and government for their fine comments. They 
assisted the Committee by sharing ideas with them and by providing extensive and 
detailed comments on the many drafts that preceded this final published version. 

The entire Master Curriculum Project was made possible by general contribu- 
tions from all of our many dedicated sponsors. In addition, supplementary grants 
were received from General Motors, Ford Motor Car Fund, and American Tele- 
phone and Telegraph. We appreciate the confidence these sponsors have expressed 
in the economic education movement. Special commendation should be given to S. 
Stowell Symmes, Director of Curriculum, who has coordinated the project for the 
Joint Council from its inception. 

We are confident that the Fmmework will provide workable guidelines for all 
our future efforts with the schools. Furthermore, it will help to shape textbooks, 
television films, testing instruments, filmstrips and other instructional materials 
prepared by commercial publishers for many years to come. The Joint Council 
proudly presents this document to the education community. 

M. L. Frankel 

\ President 




Foreword 



The National Task Force Report on Economic Education in the SchoolSy 
published in 19G1, placed clear emphasis on devoting more time to economics 
instniction within school progi'ams from primary to senior high school levels. 
Furthermore, the report stressed the need to view economic education as a way to 
help young people to examine economic problems in ainore rational way. Acquiring 
the processes of economic analysis and j.he skills of economic reasoning about 
phenomena in our woi'ld were recognized to be developmental tasks not accom- 
plished by crash programs or simple packaged cures. 

The Framework for Teaching Economics takes a giant step beyond the 1961 
report because the authors have accepted the responsibility of putting down on 
paper what it is like to use economics; that is, how economics becomes functional to 
thinking and deciding. They clearly do not proscribe what the individual should 
decide. They do identify a selected working body of knowledge and skills from the 
economics discipline and in so doing give guidance to educators who must decide 
what ideas are of most importance to the economic literacy of their students. These 
are not minimum standards for survival, because, obviously, people do survive on a 
limited knowledge of economics. Nor are these maximum standards that are 
unlikely to be achieved. Instead, what the authors have done is to establish an 
optimum framework: one to be reached — one within the grasp of most, if not all our 
citizens. 

The Framework spells out what it means to be literate in terms of rational 
economic decision-making. Everyone who moves symbolically into adulthood at 
age 18 is required to fulfill many roles, foremost among them the roles of consumer, 
worker and voting citizen. Each role requires personal economic literacy: to 
achieve levels of consumer satisfaction from limited income; to make informed 
decisions about income-earning opportunities which require individuals to under- 
stand, improve and maintain their human capabilities; and to participate effec- 
tively in public debate on crucial issues such a.^ the best way to spend our national, 
state or local tax dollars. 

The Framework is a simple document without being simplistic. The authors 
explain each idea briefly, yet accurately. They emphasize both the "forest" and the 
"ti-ees" without overdoing either dimension. We are indebted to them for their 
superb effort. 

S. Stowell Symmes 
Director of Curriculum and 
Coordinator, Master Curriculum Project 
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I PurOOS© purpose is to develop a concise statement or framework of basic concepts 

^ for teaching economics in schools below the college level. This statement sum- 

marizes the structure and substance of economics as commonly understood by 
economists. It also lists and describes those economic concepts we believe are most 
useful in achieving the larger objectives of educating high school graduates to be 
responsible citizens and effective decision-makers throughout their lives. This 
guide is primarily for curriculum resource groups whose task is to spell out the 
gi-ade placement and most appropriate methods of teaching these concepts in 
g:i-ades K-12. It will also be read by classroom teachers, however, as the first part of 
the Master Cumculiun Chdde. 

This report builds on the 1961 Report of the National Task Force on-Economic 
Education, the continuing work of the Developmental Economic Education Project 
(DEEP) of the Joint Council on Economic Education, and the efforts of scholars, 
teachers, and economic educators to specify the essential sti-ucture and content of 
economics that should be learned. 

The Task f^orce Report was the first systematic effort to give direction and 
shape to economic education. It pointed to the need for more and improved 
economic instniction in elementary and secondary schools. It stressed the impor- 
tance of taking a more reasoned approach to economic problems. It outlined what 
constitutes "the minimal economic understanding for responsible citizenship." And 
finally, the Repoit offered a series of recommendations for implementing its 
conclusions. K 

The Devcl^.j^mental Economic Education Project which evolved from the Task 
Force's work elaborated in operational terms the "minimal economic understand- 
ing * for every high school graduate, how this understanding could be introduced, 
and at what grade level the material might be placed in the curriculum. Although 
going beyond the Task Force Report in providing guidance, this effort still left a 
considerable gap. Subsequently, economic educators and teacliers tried to fill this 
gap as they worked to develop effective curriculum materials and to upgrade the 
capability of teachers to work with these materials. 

The continumg efforts of economists, economic educators, and teachers to 
clarify what should be taught and how to teach it most effectively have produced'a 
general consensus that: Our efforts should be concentrated on achieving a deeper 
understanding of a more limited set of materials than has been the practice; 
students need a conceptual framewoi;k to help to organize their understanding; 
knowledge of basic economic concepts is more important than a heavy dose of 
factual knowledge; and the real payoff in achieving gi-eater economic understand- 
ing comes as individuals acquire the ability to apply their knowledge to a wide 
range of economic issues of the kind they themselves are likely to confront. 

The major purpose of the planned Master Curriculum Guide is to build on these 
past efforts in order to fashion a more effective system for increasing the economic 
understanding of precollege students. This report provides an overall framework 
as well as a compilation of basic concepts arouiid which the balance of the Guide will 
be organized. 
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Background 



1 1 WhOt At© ubjiciives of economic education to be responsible citizenship and 

effective decision-making. But such a broad statement is only a beginning. What do 
th© mean by resppnsible citizenship and effective decision-making? What kinds of 

^1 • • economic issues and questions will high school graduates be most likely to confront 

v^DJGUl VGS .jj^ adults? How will their exposure to these issues and questions come about? And 
of Economic ^^'^^ ^^"^^^ ^bape the kinds of know ledge and skills they require to address these 
issues and questions? 

EdUCOtiOn? High school graduates, as w ell as college graduates, will be exposed continu- 

ously over their lifetimes to a wide vanety of economic questions. This will occur 
through their l eailing of newspapers and newsmagazines, their exposure to radio 
and television, their involvement in political campaign^and civic issues, and their 
participation in economic life as employees, employei¥, consumers, union mem- 
bei-s, and the like. The conclusions they reach on these issues w-ill be reflected in 
how they vote; in the actions they take as members of unions, civic organizations 
T and bu.sinesses; in their responses to appeiUs by the President and other public 

officials; and in economic decisions they make as individual consumers, workers, 
producers,' savers and investors. This means that the quality of individual 
decision-making is cioicial to the effective operation of our social system and to the 
well-being of the individual. 

Our pui pose is to help to develop in young people, by the time they graduate 
from high school, an ability to understand and make reasoned judgments about 
majo;/economic questions facing society and then^selves as members of that soci- 
ety: Only in this way can they be responsible citizens and effective decision- 
/aikers. 

There are general concerns, such as the role of prices in a market economy, the 
^ impact of government, and the unemployment-inflation dilemma. But there is also 
a need to teach students something about personal economic decision-making — 
how to eai-n an income, invest their savings, budget personal expenditures, and the 
like. We believe that emphasis must be given to preparing young people to grapple 
with both social and personal issues and questions. To do so, they must, in each 
case, be familiar with the concepts and approach of economics, and they must be 
able to apply them in a reasoned w^ay so as to come to informed decisions on specific 
issues. Although oui- report is cast largely in terms of the broader economic issues, 
we recognize that, when properly used, vanous teaching approaches — such as 
pei'sonal economics — can be useful vehicles foi- teaching students the basic con- 
cepts of economics and their applications. 

If the purposes of economic education are to be achieved, individuals must be 
helped to become intelligent readers of the" newspaper^, careful w^atchers and 
listenei's of tefevision and l adio, and critical observers of political candidates and 
issues. This requires a variety of knowledge and skills: developing an ability to 
identify the economic aspects of particular issues, taking a rational, unemotional 
approach to these issues, having available a framework for understanding the 
economic system, knowing the basic economic concepts, and being able to utilize 
these sevei'al elements of economic understanding in addressing a vai iety of 
specific questions. If these objectives are achieved, young people should be able to 
address long-standing economic issues w^hich need resolution as well as new eco- 
nomic issues which require them to move intelligently on less familiar ground. 

We are aware of the hurdles that must be overcome in raising the level of 
economic literacy, particularly through improved education in the schools. There is 
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only limited time in the school ciiniculum available to treat economic issues, with 
the reisiilt that whatever knowledge of economics students accjun^e comes mainly 
through the introduction of economics in other courses. The often limited under- 
standing of economics by many teachers restricts the eff^iveness of whatever 
teaching of economics does occur/The lack of a wide rang6 of suitable cuniculum 
materials and the ineffectual distribution of already-available materials compounds 
the difficulties of producing economic literacy. And, finally, the limited basic skills 
attained by many students inhibit their ability to grasp economic issues. Recent 
results from the NationaP Assessment of Education, for example, indicate that 
many 17-year-olds not only e.xhibit considerable weakness in reading comprehen- 
sion but also experience difficulty in solving simple arithmetical problems of the 
kind commonly faced by consumei-s. These skills are essential if gi*eater economic 
understanding is to be achieved. 

In shoit, we can only hope to reduce the extent of economic illiteracy. We 
cannot expect to eliminate it. Nevertheless, we must continue to work vigorously 
to dismantle the bamers that in the past have proved so difficult to surmount. 



Contribute? 



i 1 L WhOt Co n Economics as a discipline has a long history, going back at least to the writings 

^ of Adam Smith. Much has been leamed since then, through efforts to systematize 

tCOnOmiStS our knowledge of the theoretical and conceptual structun >>f economics, to de\ elup 
improved systems for measuring and assessing economic activity, and to apply 
economics to a wide range of problems. ^ 

Professional economists continue their efforts to apply existing knowledge, to 
extend their knowledge, and to communicate this knowledge to studei^ts, teachers, 
the citizenry, and key decision- makers. We see this repoi-t as ai: extension of the^se 
acti-vities. 

Recent experience makes it clear tKat economists do not have all the answers 
to the many and varied economic i>sues and questions we confront both as individu- 
als and as membei's of a larger soi ^oeconomic s}'stem. Although economists believe 
they now have the knowledge ami tools to prevent, foi* example, massive economic 
depressions of the 1930's variety, much remains to "be learned about how to 
moderate inflation while still holding down the rate of unemployment. And thoilgh 
few would deny theneed for collective economizing through government action, u e 
must know much more about making governmental activities effective within the 
context of our "mixed" enterprise system. 

There are several reasons wjiy all the an^vers are not readily-^available. 
Economic systems are complex and defy easy undei*standing. Moreover, our 
ability to know e.xactly how effectively the economy and its components function is 
often limited by difficulties in obtaining accurate and timely measurements of 
economic activity. Finally, a variety of unanticipated events affects economic 
activity, and thereby make.s it difficult to predict acc»M*ately the results of many 
specific economic decisions. Unlike the physical sciences, carefully controlled ex- 
periments are difficult to undertake in economics. 

Even if oui* understanding of the economy and economic decision-making were 
further improved, this would still not eliminate all disagreements on economic 
issues. Certainly, some disagreements will be resolved as our understanding 
increases; many disagreements will persist, however, because of differences in 
juilgmenij: about the actual oi* predicted effects of specific decisions; and still others 
will remain because individual economists, as do most individuals, hold different 
sets of values. A failure to distinguish between^analysis (what is) and value 
judgments (what ought to be) is the source of much confusion in many discussions of 
economic issues. 

Despite these cautionaiy comments, economics has much to offer individuals 
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IV. What Are 
the Elements 
^ of Economic 
Understanding? 



in giving them a franiewoi^k for making decisions and also in providinp: them with a 
richer and fuller understanding of the woiid in which they live, study and work. 

The essence of economic understanding Hes in being at)le to make sense out of 
the U!:folding army of economic issues coming to our attention. This requires that 
the \ ariuus elements of economic understanding be combined aitd blentlw^su as tu 
provide a working knowledge of economics,. The key elements of economic under- 
standing are as follows: 

• Practicing a reasoned approach. Students must recognize that economic 
issues can be analyzed effectively only by replacing emotional judgments 
with an objective, rational, and systematic approach — a reasoned approach, 

• Mastering the basic concepts. Students fnust have at their command a set 
of basic concepts to give them the capacity to think about economic issues in 
a reasoned way, * ' > 

• Possessing an overview of the economy. Students need a simple overview 
of how the economic system works so as to provide a stioicture Tor examining 
specific issues, 

• Identifying the issues. Students must possess the knowledge and skills to 
recognize the various types of economic issues they are likely to encounter 
as consumers, workers, citizens, and employers, 

• Applying these elements to particular issues. Students must be given 
practice in using the reasoned approach, working with the basic concepts, 
and identifying the issues, first on simple and'^then on more complex real- 
woi'ld issues. The ultimate test is their ability to apply these elements to a 
range of newly emerging issues, 

• Reaching decisions on economic issues. Students must learn how to take 
the final step of forming theii* own judgmenls on economic issues. This 
requires making decisions based on their analysis of the issues, tempered by 
their own values. This last step includes knowing when it ?nay be impossible 
to reach a judgment, 

A broad schematic framework of^the elements of economic understanding just 
discussed is presented as Figure 1 (see page 5). We elaborate on each of these 
elements in the pages that follow. 



Figure 1 



A SCHEMATIC FRAMEWORK FOR ECONOMICS 

THE MAJOR ELEMENTS 



The attainment ot economic literacy byvStudents hinges on effectively : 



Combining the Elements of Economic Understanding 
in Reaching Decisions 



on a variety o^re^l^wrI^^pt6blems and'questip'qsr/as sludents Wd later as adults. 



Economics is a way pf'thinking/as Veflected by the xieKai^ 



Practicing a Reasoned Approach. 



Acquisition of the essential knowledge to use economics requifes - ' > 



Mastering the Basic Concepts and Facts, and 



Possessing an Overview of the Economy. 



With a command of the Reasoned Approach and the Essential Knpwiedge/il becomes possible to.' 

explore and understand real-world economic problems by; . \ ^ 



Identifying the Issues, 



-Applying the Reasoned Approach and the Essential 
Knowledge to These Issues, and - 



Reaching Individual Decisions on Issues. 



Increased confidence and aptitude in applying economics corries by ^ * « 



Exercising the Skills of Application. 
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The Maj or Elenriehts 

V. Practicing tiio inoi^t important step in acquiiing understanding in eeononiics— at^ in other 
n R^=^ncnnorl knowledge— is the rephicement of emotional, unreasoned judgments; 

vj ntru:>UI lt?U by an objective, rational approuch. The essence of the reasoned approach to 
Approach ^^onomie issues comes from the help it provides in asse^ssing the outcomes of 
alternative actions and policies, recognizing that there are ne\ er enough resources 
^ to satisfy all human wants. A reasoned approach to economic issues involves in each 

instance the following steps: 

• Firaty define the problem or issue. What are the important facts? What' 
(juestions of choice are raised? Where are we in relation ♦o where we want to 
go? 

• Second, identify the personal or broad social goals we want to attain and 
assign some rough order of priority to them. Which of the goals apply to this 
l?roblem or issue? What are the relative weights that should be assigned to 
each goal? 

• Third, look for the principal alternate ways of attaining these goals, mi view 
of the limited resources available and other restrictions imposed on our 
freedom of a^ion. What are the possible solutions? Which of the alternate 
solutions seen> to be most feasible? c 

• Fourthy identify the pertinent economic concepts needed to understand the 
problem or issue and then us*? them to explore the effects of the various 
alternatives. Which concepts are most useful for grasping the essentials of 
the problem? Which concepts are mo.?t useful in exploring the effect of each 
of the various alternatives? 

• Fifth, analyze with the help of these concepts the consequences of each of 
the alternatives for the attainment of the various goals. How can the 
concepts be used to analyze the effects of alternatives? How can they shed 
light on the attainment of the various goals? 

r • Sixthy evaluate which alternative is best in the light of its consequences 

I both for the attain.nent of the various goals and for the importance of the 

different goals. What are the trade-offs amonfe the different goals? How 
much has to be given up in the attainment of one goal to increase the 
attainment of another goal? 

The importance of the reasoned approach lies in the systematic set of proce- 
dures i^ establishes to help students to organize their thinking as they ?.ddress 
economic issues and questions. Although the approach may seem somewhat 
mechanical at first, its application comes more naturally with practice. 

In proposing the reasoned approach as one of the kqy elements of economic 
understanding, several cautions deserve mention. Firsl, the phrase "alternate 
ways of attaining these goals'' in Step 3 does not mean students should consider 
only new and different ways of doing things. Frequently, no change, or only slight 
modifications in the existhig ways of doing things, is in order. Second, not every 
question oriiews report in economics should be forced into the patteVn proposed 
above. As noted in a later section of this report, there is a difference between trying 
to learn how an economic system or particular market works and trying to decide 
what position to take on some controversy or on alternate solutions to particular 
problems. When it is simply a matter of gi-asping an understanding of what is 
happening in the economy or some part of it, students should be directeti to move 
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VI. Mastering 
the Basic 
Concepts 



directly to the pait of Step 4 which calls for identifying and using the appropriate 
economic concepts. Finally, in all cases, applying the reasoned approach requires 
careful practice and restraint so that it does not become a mechanical exeixise. 



A major difficulty for elementary and secondary teachers has been deciding 
which of the many economic concepts ane most impoitant in promoting economic 
understanding among their students. One of our major tasks has been to develop 
such a list of concepts and to explain th.^ meaning of each of these concepts. 

We faced several difficult decisions in selecting this list of concepts. First, in 
the realistic belief that only a limited number of concepts can be included and 
taught effectively in the schools, we focused on what we considered the most basic 
among the many concepts in economics. Arbitraiy decisions had to be made. 
However, nothing prevents teachers who understand and want to incorporate 
other concepts from doing so. 

Second, all of these concepts should be introduced iT^to the K-12 cuiriculum at 
some point. We do note, however, that the starred concepts (see Figure 3) are of 
fundamental importance because they provide a basis for understanding and using 
the other concepts. We le^ve it to the curriculum resource groups to indicate the 
sequencing and grade placement of the various concepts. \ 

Third, rather than limiting: ourselves solely to econorhic concepts, we 
broadened the list to include several other types of concepts important to achieving 
economic understanding. Accordingly, we include the concept of economic institu- 
tions to retlec^c the kind of factual knowledge usually required to gain a fuller 
understanding of economic issues. We also include some statistical concepts which 
are essential in measuring and explaining economic performance. In addition, we 
suggest a number orgbals or criteria against whicKrtcrevaluate"the performanc'e^r" 
the economy and to assess the effects of various economic policies. 

Fourth, we found it useful to group these conc,epts into clusters and subclus- 
ters. The broad clusters are labeled: Basic Economic Concepts, Economic Institu- 
tions, Measurement Concepts, and Concepts for Evaluating Economic Action and 
Policies, These clusters and the subclusters are presented in Figure 2, . 

A detailed list of concepts within the clusters and subclusters is shown in 
Figure 3. This is followed by a discussion of each of the various concepts. At the 
conclusion of the section an attempt is made to link the concepts together with the 
help of Figure 5, 



Boslc Econonnic 
Concepts 



The Basic Economic Problem 

Economics is that branch of the social^ciqnces which deals with how people use 
productive resourd^s to satisfy their-i^^ari^^^e basic economic problem confront- 
ing individuals, groups of individuals, and entire societies is that resources are 
•limited relative to their y/ants. This basic condition of scarcity requires them to 
make choices about how to. utilize these resources most effectively in satisfying 
their wants. Were resources available in unlimited quantitieSj-pcople would be able 
to produce and consume all they wanted. This would eliminate the iieed to make 
many difficult decisions aboy^t resource allocation. In the absence of siTch a world, 
people must make choices and, to make such choices, they must have a decision- 
making apparatus, which we call an ecbnomic system. 

The basic economic problem *^of scarcity that ha3 confronted all societies — 
ancient and modern, developed and underdeveloped, capitalist or communist — is 
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* Figure 2 



BASIC 
ECONOiVliC 
CONCEPTS 

This cluster of concepts can be 
divided into four subdusters: 



T 



ECONOMIC 
INSTITUTIONS 

provide the factuai and behaviorar 
background needed to apply 
basic economic concepts. 



. > ' THE \ sS^y^^'^ ''^'^^ 

-^PROBLEM -M,,,^i|SYSTEM^ 

• . arlsftjg from scarcity vf^^^^^ v^"«io^e" 
; ;^and the need for -'3 H^wo^ 
V necessitates / tir^S^t^'^-^J 
*'':%thecreatonof •/ 



.1 



Resource '"V| | \ 

. Allocation ' ^ "miTJ*' --^ /i 

Wand Income ,: {| and, ■ ^^S'ffl:^/^/ 

-y. Distribution 'J / 



4Microecononilcs:\ H /;MaW„^„iJrs^.c^ 




CONCEPTS 
FOR 

EVALUATING 
ECONOMIC 

ACTIONS and; 
policies: 



A SCHEMATIC FRAMEWORK 
OF ECONOMICS 

THE CLUSTERS. AND SUBCLUSTERS 
OF CONCEPTS 



BROAD SOCIAL 
GOALS 

"'reflect both the ' 
complementaiy and 
competing objectives 
of economic systems 
and their members . 
while 



TRADf-bFFS^^ 
AMONG GOALS \ 

- refiect the need for 
; choices because all 

' goals cannot be 
' . ' achieved 
, simultaneously 
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the central problem from which all other economic problems flow. It is the starting 
point for an understanding of economics. 



L Economic Wants 

Satisfying people's wants for goods and services is the main purpose of eco- 
nomic activity. This is what economics is all about. In modern societies people have 
a wide variety of wants. Some, such as food and shelter, are basic or subsistence 
wants, Othe!*s, such as snowmobiles and entertainment, provide the convenience 
and pleasantMiving most people desire. Still others concern the kinds of work 
people desire and the amount of leisure they seek. Some wants are individual in 
natu!-e, whereas others, suui as a family home, ai-e collective. Most wants are 
private, but others ai'e public, such as society's provision for highways, education, 
and national defense. - 

The process of satisfying wants is QMed conb-itmption and the people whose 
wants are satisfied are called consumers. In addition to goods and services, 
consumei-s also waht leisure time in which to enjoy consumption. In some cases 
they also denve certain satisfactions from the work that i^' necessary to produce 
goods and services. Thus, we can think of people's wants as having both consump- 
tio*h and production dimensions. 

2. Productive Resources 

Before goods and services can be consumed, they must be produced. For this 
to occur, productive resources (also called factors of production) are necessaiy. 
Pitoductive resources constitute the input to production, while the goods and 
services produced constitute the output. There are several kinds of productive 
resources. 

Natural resources are the gifts of nature used to produce goods and services. 
They include land, water, oil and mineral deposits, the feitilitj^of the soil, climates 
suitable for gi*owing crops, timber, and so on. Some ofthese resources are used up 
in the pi-ocess of production, othe!*s renexN*^ themselves, while still others can be 
renewed through the conscious efforts of people. 

Human resources ^?.ve people and thei.'" physical and mental capacities. The 
number of people available for work and the hou/s they work constitute one 
dimension of labor input. Another is the quality of the labor skills provided and the 
motiv\ition of those who provide them. The quality of the labor force reflects past 
efforts to improve skills and knowledge by means of education and training. 

Capital goods are those thing^ereated by man's past efforts that are available 
to produce goods and services in the future. They include machines, tools, and 
factories. The kinds of capital goods used and how they are used reflect the state of 
technology which, in turn, is a reflection of scientific knowledge and the resources 
devoted to acquiring this knowledge. 

Two dimensions of productive resources ai^e often important. One is time 
which is required in the production as well as the consumption of goods; time cannot 
be recaptured, stored, or renewed . All people face the prospect of finite days and of 
finite lives, thei-eby forcing them to make decisions about how to allocate their time 
among various activities. Space is also important. The amount of living space 
available, the density of an area's population, and the.distances that must be 
ti-aveled to cairy out economic activities influence economic behavior and are 
influenced by it. 

3. Scarcity and Choice 

The overriding characteristic of all pi-oductive resources is that these re- 
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sources are limited relative to lluman wants, andthat adding to them requires the 
use of additional resources. Consequently, the goods and services that can be 
produced ^with these limited resources are themselves limited. These two condi- 
tions require that people must continuously make choices about how to use the 
scarce resources available to them. The fact that people*s total economic wants 
exceed available resources creates the basic economic problem of scarcity which 
confronts a// societies. Individuals confront scarcity deciding how to allqpate their 
limited money incomes among alternate uses. Societies face scarcity in deciding 
how to allocate limited productive resources among alternate uses. 

The basic economic problem for all socieites is in deciding what goods and 
services shall be pr6duced, which ones shall be foregone or postponed until later, 
and when and how productive resources will be transi'eiTed from one use to 
another. Decisions must also be made about how the total output of a society shall 
be divided among its members— that is, how real income will be distiibuted. 

4, Opportunity Cost and Trade-Offs 

Opportunity cost refers to what must be given up when decisions arp made to 
use scarce productive resources to produce particular goods or services, A decision 
to prodyc6 one good means giving up the possibility of producing something else. 
Thus, the opportunity cost — what could have been produced with the resources 
instead — is the cost of producing that good. For an individual, the opportunity cost 
of something purchased is the other things which must be foregone. For a society, 
it is the, alternate uses to which productive resources coi?ld have been put. 

When a person or a gi'oup chooses one good instead of another, they are 
making a ^rarfe-ojf/'— that is, they are trading off less of one thing for more of 
something else. Society has to make trade-offs too, e,g, , between its need for more 
energy and its desire to preserve" the environment. Essentially this involves 
comparing the various costs and benefits of each of the alternatives. It also involves 
determining how these costs and benefits will affect different groups within the 
economic system. 

.5, Marginalism and Equilibrium 

Kather than viewing choices as an all-or-nothing proposition, many decisions 
involve small changes— a little more of this or a little less of that. Consumers 
continuously practice nnirgiualism as they consider the effect of purchasing one 
more or one le^s unit of a consumption good or service. Producers must decide 
whether to produce more or fewer units of output or to hire or fire additional 
workers Decisions about small changes are made more often than decisions about 
big change^, and the former are usually easier to assess than the latter. 

An e.xamination of the effect of small or marginal changes leads us to the . 
concept of equilibrium, tlquilibrium is a state of "rest" in which there is no 
tendency foi* change. When sonle change does occur in an economy, this tends to set 
off a series of reactions whose effects eventually subside, and a new equilibrium 
occurs, i.e. , there is no tendency for further change. If, for example, prices go up, 
consumers will react by reducing their purchases until they have fully adjustcjd to 
the new price— until the level of purchases displays no tendency toward further 
change. This we call equilibrium. In a rapidly changing world, other events often 
intervene before equilibrium isreached , setting off a new process of change toward 
a new equilibrium. The concept of equilibrium is useful, nonetheless, because it 
enables us to analyze the effects of marginal changes and the direction of change in 
economic activity, thereby throwing light on the trade-offs among alternative 
choices. 
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Economic Systems 



6. Typos.of Economic Systems 

The waV people and societies organize economic life to find answer.^ to ihe 
(juestions posed above is called an economic system. An economic system can be 
described as the collection of institutions, laws, activities, controlling values, and 
human motivations that collectively govern economic decision-making. 

We can identify four major types of economic systems. One is based on 
/rarf/7/o/<— that is, people generally repeat the decisions made at an earlier time oi* 
by an earliei- generation. A second is based on comma nd — that is, the decisions are 
made largely by an authority, such as a feudal loi-d, a dictator, or a government 
agency, and then are passed down to the people who must accept them. The third is 
a system known as a market economy. This is a system of decentralized decision- 
making in which all pei'sons participate by registering their desires in the market, 
in theii- varying capacities as consumers, producers, workers, savers, and inves- 
tors. The market "adds up" these individual desires and creates out of them 
aggregate forces called demand and supply which in turn determine prices. Prices 
act as signals to producers, telling them what consumers want, and also act as 
regulators, allocating productive resources and finished goods and services among 
members of society. 

have chosen not to use "socialisui/' **commu!iisni" or "capitalism'' to 
describe economic systems because these terms ai'e often misiuiulerstood, mean 
different^ things to different people, and are associated with value biases. No real 
world economy is a pure form of a ti-adition, command, or decentralized market 
system. Each economy uses somewhat different allocating mechanisms to answer 
the basic economic questions and each has somewhat different institutions, control- 
ling vahies, and motivating forces at work which affect the operation of rthe 
economy. 

Most societies are, in fact, e.xamples of mixed economies— thai is, their 
economic systems embrace more than one of the above-meritioned kinds of 
decision-making, though usually one dominates. The element of tmdition is most 
evident in the rural ai-eas of the less developed countries of Asia and Africa. The 
element of authoritarian command, where the individual has little or no input into 
decision-making, is most evident in the Soviet Union, the People's Republic of 
China, and other centrally planned economies. The element of decentralized or 
market decision-making is most evident in the United States, Canada and Western 
Europe. Among Western democracies, howevei-, there e.xists a great deal of 
diversity in the degi*ee of government planning and in types of economic institu- 
tions. Even in the United States there is a continuing and as yet unresolved debate 
concerning the role of government in economic planning. 

To understand the nature of an economic system, four basic questions must be 
asked: 

First, what is the nature of the "mi.x'' of allocating mechanisms? How many 
economic decisions are left to the market? How many are itiadeby authorita- 
rian com.mand? How many ai'e made by a representative government subject 
to popular conti'ol? How many are ti-adition-oinented? 

Second, wliat are the most important economic institutions of the society? 

Third, what ai'e the controlling values and motivating foi'ces of the society? 
How well is its ecoj^omic system perfoi^ming in the light of its goals? And what 
kinds of policies are being followed to promote the achievement of the goals? 
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Fourth, what significant changes appear to be taking place in the economic 
system? 

These four questions offer a systematic ''way of thinking" about economic systems. 

Finally, it should be noted that people of all societies, regardless of the type of 
economic system, engage in ceitain basic economic activities. These include pro- 
ducing, exchanging, and consuming goods and services, as well as saving and 
investing so that capital goods can be accumulated to increase future production. 
These activities take place within different institutional frameworks, depending on 
the kind of economic sy.stem. For e.xample, the pattefn of production in a command 
economy, such as that of the Soviet Union, will be decided by government planners 
but in a market economy it is decided by the demands emanating from individual^ 
choices. The distinguishing characteristics of an economic system are thus not the 
economic activities carried on but the kinds of economic institutions and the waj^ in 
which decision-making is organized. 

7. , Economic Incentives 

In mixed market economies perhaps the niosN^mortant motivating force 
behind economic behavior is individtial self-interest Oonsumers allocate their 
limited incomes to increase their total satisfaction. Producers seek^to maximize 
their profit and are pushed by the profit motive to combine productive resources in 
the most efficient ways to produce the goods and services consumers want to buy. 
Workei-s seek to sell their labor where the return in money and working conditions 
is highest, just as savers search out high interest rates in capital markets; both are 
motivated by self-interest. Similarly, losses (negative profits) are a signal to move 
resources elsewhere. 

Profits are a particularly important incentive in a market economy. Profit is 
what remains after the costs of production. have been deducted from the revenue 
derived from the .sale of goods. It is the desire for profit that persuades entre- 
preneurs to establish new businesses and later to change the pattern of production 
(e.g. , from big cars to small cars). It is the profit motive which stimulates managers 
to make businesses more efficient, to introduce new cost-cutting technologies in 
production, and to compete more vigorously with other businesses for the consum- 
ers' dollai-s. Realized profits provide an important source of funds for new invest- 
ment and thereby stimulate future growth. Thus, in a competitive market 
economy, profit spurs both efficiency and growth. 

Not all economic decisions in the U,S. economy are left to individuals. People 
form themselves into gi-oups and use group pressure, both in the market and 
through political processes, to achieve their goals. For example, workers form 
labor unions and engage in collective rather than individual bai-gaining over wages, 
and companies use trade associations to lobby in Congress for favorable tax laws. 
The major motivations here are to serve the interest of individual workers and the 
owners of individual businesses. Government also plays a major role in the U.S. 
economy and seeks through its activities to enhance the general welfare of the 
people. This includes establishing conditions to foster the opportunities for indi- 
viduals, businesses, and groups to achieve their own interests.* 

In othereconomic systems, different motivating forces have been evident. In 
command countries, for example, much emphasis is placed by people in authority 
on the contribution individuals and groups can make to the welfare of the state 
rather than to their own personal interests. In some earlier societies, a major 
motivation was glorifying the ruler (e.g., building pyramids in Pharoah s Egypt), 
God (e.g., building cathedrals in medieval Europe), or the state (e.g.. Hitler's 
Germany), Whatever the motivations may be, they will influence the form of the 
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economic system and the way it functions. 

8. Specialization^ Comparative Advantag^e and the Division of Labor 

Modern economic systems are based on specialization because it permits 
scarce resources to be used more efficiently. Specialization occurs when an eco- 
nomic unit produces a narrower range of goods and services than it consumes. 
Specialization can be practiced by an individual, by a business, by a region, or by a 
country. Regions cf countries, for example, normally specialize in the production of 
those goods and services which they are best fitted to produce, given their particu- 
lar endowment of productive resources, and they buy the rest of what they need 
from other regions. Specialization is the basis of both domestic and international 
trade. 

The principle of comparative advantage determines which particular goods 
and services can be produced most efficiently and by which countries. It states that 
the gi'eatest gain in total output will occur if each country specializes in producing 
those goods and services which can be produced with the greatest relative effi- 
ciency. In fact, however, a complex system of tax incentives, tariffs, quotas and 
other regulations influences patterns of international ti*ade and investment. 

The concept of division of labor is closely related to comparative advantage. 
Productive tasks are divided among workers so as to take advantage of the gains 
from worker specialization. Because of the division of labor,, individuals must 
purchase many of the goods and services they need from others. This has led to the 
development of an exchange economy and the use of money to facilitate exchange. 

9. Voluntary Exchange 

When two individuals decide to exchange something (e.g., A buys a radio from 
B), we know that both A and B are better off in their own minds, for otherwise they 
would not have traded. Voluntary exchange is an important feature of the Ameri- 
can and other market-oriented economies. Individuals, groups and regions 
specialize in the production of particular goods and in the performance of particular 
services, producing more of them than they themselves wish to consume. They 
then exchange the surplus for goods and semces produced by others, and all are 
better off as a result. Since barter is clumsy, money has been developed to facilitate 
exchange. When buyers and sellers come together to engage in exchange, we say a" 
market exists. Markets and prices, as e.xplained below, constitute the principal 
allocating mechanism of the American economy, determining what goods and 
services will be produced, how they will be produced, and who will get thejn. 
Underlying this mechanism is the concept of voluntary exchange. 

K). Interdependence 

When an economy is based on specialization and exchange, as most modem 
economies are, the people of the economy become interdependent. The American 
economy is characterizexl by a high degree of interdependence — among individu- 
als, businesses, and regions. One way of demonstrating both interdependence and 
the overall stiucture of the economy is through a diagram (see Figure 4) showing 
the circular flow of finished goods and services, productive services, and money 
payments. 

In the private sector households provide their labor, sayings, and property to 
businesses which use them to produce consumer goods and services; these are then 
sold to households. This circular flow of productive resources and finished goods 
and services is paralleled 'by a reverse flow of money. Producers pay wages, ^ 
interest, and other forms of income to households who then spend the money 
buying goods and services from producers. 
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The presence of the governnent sector (not shown in Figin-e 4) results in 
additional flows of productive services from households and businesses to govern- 
ments, and of goods and sonuces from governments to households and businesses. 
The counter flow of money is one of wages, interest, and other forms of income 
moving from governments to households and businesses, and of money payments 
including taxes, moving frorn households and businesses to governments, 

11. Government Intervention and Regulation 

In the American economy the questions of what to produce, how to produce 
it, and how to share it are not left exclusively to free market forces. In our mixed 
economy, government plays a key role. Government influences the allocation of 
resources in several ways. Control over the production of some goods and serv- 
ices (such as national defense, highways and justice) has .been rem'^ved from the 
private sector and placed in the public sector wheje government makes the im- 
portant decisions. Government also intervenes in many markets v^ith regulations 
and controls with the intent to improve upon the results produced by the free 
play of market forces. Examples are public utility regulation, tariffs, minimum 
wage laws, and'antipoUution and safety requirements. Finally, through its taxing 
and spending activities, government shifts control over resources from private 
hands to the public, and it also redistributes income among individuals through 
transfer* payments. These activities influence what and how much will be pro- 
duced; how it will be produced, and how it will be shared or^sed. 

Microeconomics: Resource Allocotlon end Income DIstrlbutlbn 

■1? 

Microeconomics is the study of the behavior of individual l\puseholds, firms 
and markets, of how prices*and outputs are determiner^ in those markets, and of 
how the price mechanism allocates resources and distributes inccJbe. To under- 
stand what goods and services an economy will produce requires that we know how 
the prices of goods and services are determined, how these prices determine the 
pattern of production, ^d how this pattern is influenced' both by the structure of 
markets and by government actions. 

ij - 

12. Markets, Supply and Demand 

As already stated, the market is a mechanism whereby individual buyers and 
sellers register their decisions to buy or sell ^oods and services and productive 
resources. The market "adds up" these individual decisions and creates out of tliem 
aggregate forces known as supply and demand. As a general rule, supply and 
demand thus constitute thesum total of all the individual decisions to sell and to buy 
in the market. Interactinrg with one another, they determine the price of what is 
bought and sold. 

Supply indicates the amounts of anything that will be offered for sale at 
various possible prices during some period of time. Generally, the higher the price 
of something, the more of it will be produced and.offered for sale — and vice-versa. 
Qemaiid reflects the amounts that consumers will be willing and able to buy at 
various possible prices during the same Lime period. As a general !-ule, the lower 
the price, the more will be demanded — and vice-versa. The market price of some- 
thing is the price that prevails iif the market at a particular time. In "competitive- 
markets, it reflects the conditions of supply and demand; in other markets, it ipay 
reflect monopoly influences or governmental regulation. 

13. The Price iMechanism - ; 
Market prices constitute the principal allocating mechanism of the American 
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economy. Prices act as "signals," flashing information to households, producers, 
workers, savei-s, and investors, helping them to decide what are the most rational 
and profitable decisions to make in the market. The airay of prices confronting 
individuals and households, for example, helps to determine the way they will 
spend their limited incomes. Wages and salaries (the price of labor) determine the 
incomes of workers and also allocate labor among different uses. Interest rates (the 
price of debt capital) determine what kinds of investments will attract money 
capital. The prices of finished goods relative to costs indicate to producers the m6st 
profitable items to produce while the prices of productive resources determine 
their costs of production. Changes in prices affect the way consumers spend their 
n\pney, where workei's work, how savings are invested, and what producers 
'^produce. 

Prices also are a rationing device for allocating goods and services among 
consuniei's and productive resources among prodi-?ers. If, for example, a freeze 
destroys half the Florida orange crop, the reduced supply will lead to higher prices 
which ration out those who are unwilling or unable to pay the higher price. If a new 
technological development makes it possible to produce minicalculators more 
cheaply, the lower prices will enable more consumers to buy them. Buyers bid 
against one another for scarce resources; sellers compete with one another for 
customers. The resulting prices reflect the relative scarcity or abundance of goods 
and determine who gets them and who goes without. 

14. Competition and Market Structure 

Some knowledge of mfirket structure is essential to understanding how a 
market economy functions and how prices, costs, and output levels are determined. 
The term market structure refers to the degree of competition prevailing in a 
particular market and the extent* to whkh the government under various laws 
intervenes in the market to influence the .pricing prckiess and the n(te of profit. 
Some mar"kets ai-e highly competitive inlhat there are many sellers, none of whom 
can affect the market price, and entry into and exit from the industry are relatively 
easy. Other mai'ket^^re dominated by a small riuniber of sellers whose individual 
actions can affect an(!|o .letimes control prices, where entry is difficult, and where 
as a consequence substantial market power may rest with a few producei-s. The 
^continuum of inai'ket structures runs from highly competitive to monopolistic. 
There are many cases between these two extremes. Foreign "cartels'* (such as 
OPEC) represent still another device for altering the effects of competition. The 
puipose of antitmst laws has been to ivy to maintain competition so the market 
economy will function more effectively and serve consumers better. 

iNfo effort should be made to introduce precollege students to the various cost 
curves used by economists to illustrate vainous detailed market situations. Such 
students should, however, develop an intuitive understanding of these different 
ki;ids of markets and, when confronted by a particular'situation, should instinc- 
tively think in terms of such things as the number of sellers, the degree of product 
differentiation, possible barriers to the entry of new firms, possible collusive action 
among sellers, the i-ole of the government in the market, and the level of profits 
eai-ned. The important thing for students to realize is that prices, which determine 
what 'and how much will be produced^ are themselves affected by the competitive 
stricture of vainous markets. 

15. "Market Failures": Lack of Information, Resource Immobility, 
Externalities 

Othei* factors in addition to supply and demand, mai-ket sti-ucture, and gov- 
ernment intervention to prevent monopoly affect the functioning of the market 
mechanism. , 




Lack of knowledge of market conditions on the part of consumers, workers, 
and managers of small businesses affects the decisions they must make and the 
efficiency with which the market mechanism affects the allocation of resources. 
Consumers, for example, are not always well-informed about the quality of the 
products on sale or of the alternatives they have. Unemployed workers may not 
know of job opportunities in nearby labor markets. Managers of small businesses 
may be unfamiliar with the nature and the amount of the demand for their prod- 
uct or with the extent of the competition. The high costs of obtaining acturate 
information needed for the market mechanism to operate more efficiently have 
often given rise to public provision of information. 

Resource irnniobility can ti^do result in a less-than-perfect functioning of the 
market mechanism. Workers, for example, may not be able to move from declin- 
ing to expanding industries because they lack the specialized skills needed or do 
not have the money needed to relocate themselves. Various public policies have 
been developed to deal with these problems. They include consumer education 
and consumer legislation, manpower training programs, and special information 
and credit facilities for sipall business executives. To the extent that these 
policies succeed, the market mechanism will operate more efficiently. Govern- 
ment intervention, however, does not always work effectively; and sometimes it 
can militate rather than mitigate market imperfections. 

Externalities are side-effects that result when the production or consump- 
tion of a good or service in the market directly affects the welfare of others, 
without being reflected through the price mechanism. Externalities occur in both 
production and consumption, and they can have positive or negative effects. For 
example, cigarette smoking is increasingly viewed as having detrimental effects 
on npnsmokers in close proximity to smokers; on the other hand, more schooling 
is regarded as improving the well-being not only of the individuals receiving the 
schooling but also of others through the creation of a better-educated society. 
Polluting firms- along rivers reduce the pleasure derived by people who might 
v^swim or fish in the river. 

Externalities can be treated in various ways. Positive externalities (resulting 
from education, for example) can be stimulated by subsidizing those activities 
which produce them. Negative externalities (resulting from pollution, for exam- 
ple) can be corrected directly by those who produce the externalities, or indi- 
rectly by taxing those who produce the externalities, bygiviftg subsidies to help 
to eliminate the externalities, by compensating those people adversely affected 
by them, or by direct legal prohibition. If no correction occurs, as often happens, 
the result is that social welfare is less than it would otherwi^'- be. At the same 
time, government efforts to correct for externalities are not always successful, 

* *" 
16* Income Distribution and Government Redistribution ^. 

The size of a person's money income largely determines his or her share of the 
total of goods and services produced. Students should have some knowledge of the 
sources of personal income and how income is distributed in the U,S, Students 
should also learn how nongovernmental forces (e,g,, unions, inflation, business 
conditions, and unemployment) and governmental policies (e.g,, tax and transfer 
policies) influence this distributfon. 

Sources of Income, The functional distribution of income focuses on the main 
sources of personal income: wages and salaries, rent, interest, dividends, the 
earnings of unincorporated enterprises, and transfer payments. Except for the last 
source, these are the rewards people receive for contributing theirjabor, savings, 
and intellectual and entrepreneurial skill to the productive process. Transfer 
payments, which have grown rapidly in recent years, are government payments 




that require little no cun-ent productive activity in return, although in some 
cases productive activity may have been performed in the past. The most impor- 
tant transfer payments are social security benefits, welfare payments, food 
stamps, unemployment compensation, veterans benefit, and clctage assistance. 

Income Distribution. The size distribution of income showFthe number of 
families arrayed by different levels of mcome. The basic force determining the 
distribution of income is the market which establishes the value of a person's 
services and compensates him or her accordingly. Other forces are also important. 
Inherited wealth, the ownership of property, custom and tradition, and the influ- 
ence of strong organizations such as labor unions, employer associations, and 
government intervention also play a role in determining the pattern of personal 
income distribution. 

Government Modifications. Government policy, as provided by law, has a 
major effect on the distribution of income, laxes take money away from people; 
government spending and transfers put it in their hands, A progressive income tax 
takes a larger percentage of income from those with higher incomes. Government 
spending for the most part is not designed to redistribute income. Transfer pay- 
ments on the.other hand are more frequently redistributive in their effect by being 
directed to those with low incomes. Not all transfer payments, however, go to 
people with low incomes. 

Nongovernmental Modifications, It is important to understand the role of 
organized groups such as businesses, unions, and farmers in seeking to alter the 
distribution of income. An increase in the total income of the nation permits 
everyone to have a larger share (though not to an unlimited extent). But various 
business, labor, farm, and other groups, including such groups as the poor, the 
veterans, and the elderly, seek continuously to expand their share of total income. 
If these groups together ivy to obtain too much — the total claims on resources 
exceed what is available — eithei' inflat'on or unemployment will result, or others 
will receive less. Finally, other practices and customs, such as discrimination and 
tradition, also help to shape the distribution of incon^e. The distribution of income 
and the extent of redistribution are controversial policy areas, with many decisions 
made through the political process.^ 

Macroeconomics: Economic Stability and Growth 

Macroeconomics is the stady of the functioning of the economy as a whole — of 
the total output of the economy, the total level of employment, ^and movements in 
the average level of all prices. The essence of macroeconomics lies in analyzing the 
determinants of aggregate supply (the total productive capacity of an economic 
system) and of aggregate demand (the total spending by economic units on the 
goods and services produced). In the short run, the main problem of macro- 
economics is why aggregate demand sometimes exceeds and sometimes falls short 
of aggregate supply, thus bringing on inflation and/or recession. In the long run, 
macroeconomics is concerned primarily with economic growth— increases in the 
productive capacity of the economy and average real income per person, 

17. Aggregate Supply and Productive Capacity 

Aggregate supply is the total amount of goods and services an economy can 
produce when all of its resources are fully and efficiently employed. This full- 
employment productive capacity of the- economy is substantially fixed at any 
moment of time, but it can grow over time with increases in the labor force, 
improved education and training of workers, more saving and capital investment, 
discovery of new resources, and technological advances. 
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18. Aggregate Demand: Unemployment and Inflation 

Aggregate demand is the sum of spending on gocds^and services in ai>y lime 
period by individuals, hous;eholds, businesses, and governments. When aggregate 
demand falls seriously short of what the economy is capable of j)ix)(lucing af full 
employment, and wage rates are relatively inflexible, uuemployment and reces- 
sion or depression will result. When aggi'ep[ati? demand is gi'eater than agixregate 
supply at full employment, inflaiioyi results. Keeping aggi'egate deniand^^^ghly 
equal to full-employment aggi'egate supply V^one key to mintaining a full- 
employment economy without seriods inflation or unemployment. Thus, in anaiy/.- * 
iii^ aggregiite demand, it is important' to study the basic forces controlling .spend- 
ing by households, business, and go\^ernments. 

Some unemployment occurs for reasons in addition to inadequate aggregate 
demand. Some people lack the skills or education to fill jobs even when aggi'egate 
demand ishigh. Other people reside in depressed ar^jas where job oj^jportunities are 
limited. And some people are thq victims of discrimination in employment. This 
means that a variety of policies is needed Co deal with unemployment. 

Inflationary pressures can also be generated by the actions ofbusinesses and 
unions in key industries where they push up wages and pricey this is known as 
**cost-push inflation/' Supply shortages, often of a temporary nature, can push up 
prices, sometimes enough to affect the overall price level. Again, aggi-egate de- 
inaml policies are not always the most* appropriate \vay to restrain inflationary 
forces. 

19. Price Level Changes 

The gross national product, GNP — the total value of all goods and services 
produced— and national income accounts measure the total output of an economic 
system. In using these data, it is important to distinguish between changes in real 
output and changes that merely reflect price increases or decreases; the former we 
call "real income" or "real GNP," and the latter nominal income or nominal (jNP. 
When inflation occurs, money income rises fastei* than real income, as the price 
level (the average of the prices of all goods and services) rises. This forces individu- 
als and businesses to make acljustments both to higher pri es and to changes in 
relative prices of different goods and services^ Unemployment brings even gi^eater 
sociallosses, in human and nonhuman productive capacity wasted and in the social 
and economic costs of unemployment to the individuals concerned. When society 
must face a trade-off between the two, difficult problems of measurement, com- 
parison, and choice are involved. 

20. Money and Monetary Policy 

•The government has two major ways — monetary policy amlfiscal policy — of • 
trying to keep the level of aggregate demand roughly in balance with the growing 
productive capacity of the nation. Monetary policy Seeks to affect the amount of 
money in existence and its cost (interest rates). This is»the responsibility of the 
Federal Reserve System, a quasi-independent government agency. 

Money is generally defined as the sum of currency (cash) and demand deposits 
(checking accounts) in banks. Currency js printed or coined by the government but 
the bulk of the nation's money supply, demand deposits, is created by the banking 
system. The banking system increases the money supply by maldng loans to 
individuals, businesses, and the government. This lending crejites more demand 
deposits and thus increases the spending power of the economic unit.^ which make 
up aggregate demand. ' \ 

Banks are required to hold reserves behind their deposits. The f)rincipal but 
not the only instalment of Federal Reserve monetary policy is control over these 




reserves which are held on deposit at Federal Reserve Banks. If the Federal 
Reserve provides the banks with more reserves, this permits them to lend more to 
the public, thus making possible an increase in aggregate demand. Conversely, a 
"tight money" policy, which involves holding down the size of bank reserves, means 
restraining aggregate demand. 

Monetary policy today is an area of considerable controversy with economists 
divided on what Federal Reserve policy ought to be. We still have much to leavn 
about how to manage the. money supply so as to achieve economic stability. 

2U Fiscal Policy: Taxes, Expenditures, and Transfers 

Fiscal policy consists of changes in taxes, government expenditures on goods 
and services, and transfer payments to control the level of aggregate demand. 
Generally, when the government increases spending on goods and services or on 
transfer payments but does not correspondingly increase tax receipts, total aggre- 
gate demand will be stimulated and push the economy toward more employme or 
inflation. Conversely, when government reduces expenditures without re(Ltii.g 
tax receipts, aggi'egate demand will be reduced and push the economy toward less 
employment or less inflation. Similar effects can be obtained by cutting or increas- 
ing tax receipts, with government expenditures being held constant, 

Stlidents should have a rough idea of the magnitude of government expendi- 
' tures and- t'axes, and should know something about the practical problems of 
increasing or decreasing taxes and expenditures flexibly. They should see the 
difference between goveiTiment purchases of goods and services, which provide 
jobs directly; and transfer payments (unemployment insurance, social security 
payments, and the like), which change recipients* incomes but do not directly 
provide jobs oi* use up productive resources. As with monetary policy, we still have 
much to "leavn about fiscal policy and how to use it to achieve stable economic 
growth. It is important to understand both its potentialities and its limitations. 

22. Economic Growth 

Ecbnontic growth is generally defined as the increase over an extt?nded pen'od 
of the total production of the economy and output per person. Ila^growing 
population is to be able to consume more goods and services, more must be 
produced. Economic growth also creates jobs for our growing labor force. Finally, 
thei e are many claims /m our economy's output— for more* consumer goods and 
capital goods provided through the private sectoi'as well as more national defense, 
mass transit, and other social programs provided through the publiq sector. If the 
economy does not grow, then one person or group can have more only if another 
person or gi'oup receives less. Such a situation generates both inflationary pres- 
,sures and social tensions. 

In recent years, the national desire for growth has been qualified by a concern 
ovi'V^nne of its adverse side-effects— air and water pollution, urban congestion, 
destruction of the natural beauties of the environment by ,stnp-mining, urban 
sprawl, etc. Hence, the quality of growth is also important. This issue can be 
understood byjising tho tools of economic analysis already developed. For exam- 
ple, air and \V=^ter pollution are examples of negative externalities: we face oppor- 
tunity costs and trade-offs as we seek to expand our energy supplies and also 
protect the environment. Preserving the quality of life will recjuive acceptance of a 
slightly slower rate of growth as some productive resources are diverted into social 
and environmental projects that will offset some of the negative effects of economic 
growth. ^ 

23. Saving, Investment, and Productivity 

Economic analysis jjives us a framework for understaiiding the giwth proc- 
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ess: why some countries gi-ow faster than others, and why gi-owth rates vary over 
the years. ^ 

Increasing the supply of inputs — natural resources, labor, and capital — leads 
to an increase in output. Over the years some of the nation's economic growth has 
!-esulted from increases in the size of the labor force and the stock of capital. 
Another main source of growth is increased productivity, meaning that resources 
are used more efficiently so that thei-e is increased output per unit of input. 

Saving and investing is the heart of the growth pr "Cess since an increased 
stock of capital contributes to both increased production and increased produc- 
tivity. Saving occurs when individuals, businesses, and the economy as a whole do 
not consume all of current income or output. Investment occurs when these savings 
are used to increase the economy's productive capacity by developing new technol- 
ogy and by building new factories, machines and th^ like. Or savings may be 
invested in human beings through education and training or in research and 
development. From an individual standpoiht savings represent income not spent 
but placed in financial institutions, such as banks, savings and loan associations, 
and pension funds, which transfer them to those who wish to buy capital goods. In a 
-real sense, saving and investing represents a diversion of productive resources 
from consumption into the creation of capital goods which make growth possible. 

Government actions and policies may have both positive and negative effects 
on productivity. Historically government has encouraged growth and productivity 
increases by its investments in transportation, education, and agricultural re- 
search. Government has also provided a framework law and political stability. 
On the other hand, growth and productivity increases are sometimes hampered by 
government actions, such as rules which serve particular groups rather than the 
'general welfare, tax policies which adversely affect saying and investment, and 
. regulated prices which prevent resources from moving iiito other more productive 
uses. 

The World Economy 

24. International Economics 

Finally, economists are concerned with economic relations among nation- 
§ states, \nQ\udmg international trade and investment and international monetary 
relationships. 

In general, economistS'use the same tools of analysis to understand the world 
economy as they do to understand a national economy. The principles underlying 
international trade are the same as those underlying domestic trade. Goods and 
services are sold in international markets at prices determined by demand and 
supply. However, special problems arise in international analysis because of the 
existence of national boundaries and different monetary systems. Moreover, the 
free functioning of market forces is modified in many international markets by 
government intervention in the form of tariffs, quotas, subsidies, state trading, 
and cartel action (e.g., oil). * 

The principle of comparative advantage explains why countries specialize in 
producing particular goods and services. Exchange rates indicate the relative 
prices of different currencies and indirectly the relative prices at which these goods 
and services are traded. Exchange rates are determined by the forces of supply and 
demand in foreign exchange markets with varying degrees of government inter- 
vention influencing the attual rate. 

Economic growth is a universal concern but is particularly important to the 
developing nations which need to increase productivity to raise living standards. 
I iternational investment and technology transfers are two important processes for 
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promoting the growth of nations. These may be transmitted trombone country to 
another either through private channels (private business investments, including 
those of multinational corporations) or through public channels (foreign aid, loails 
by international organizations). Inflation and recession are also international 
phenomena, being transmitted from one country to another by change^in incomes, 
prices, international trade, and capital movements. 



The insti*"itions of an economy are of several kinds. There are formal organiza- 
tions, such as households, corporations, government agencies, banks, labor unions, 
and cooperatives. There are also the customary ways of doing things, such as the 
use of money and of collective bargaining. And there are common prevailing sets of 
beliefs which pervade an economic system. The, nature of economic institutions 
varies depending, on the kind of economic system, although some institutions £^re 
common to almost all systems. 

In the United States the household is the typical unit of consumption, the 
private firm (which can take various legal forms, such as the corporation or the 
partnership) is the typical unit of production, workers organize into labor unions to 
further their interests, government agencies play an important regulatory role in 
our economy, and some state-ovvned enterprises (such as the Tennessee Valley 
Authority, the Post Office, and municipal bus lines) produce goods and services. 
Students should know that other economic systems use different institutions. For 
example, China carries on agricultural production through communes and the 
Soviet Union through collective farms, Israel has its kibbutzim where people work 
voluntarily on collective farms. In Sweden and Finland cooperatives are impor- 
tant. Banks flourish in almost every country. 

We also have institutions which reflect customary ways of doing things. 
Students should know that almost all societies — except for some primitive 
tribes — use money as a medium of exchange and a measure of value. All societies 
have some system of property ownership. In some, such as the United States, 
private ownership of property is emphasized. In others, such as China, public 
ownership is the rule (although this does not necessarily mean that there is public 
input into decision-making). Government planning is highly centralized and com- 
prehensive in the Soviet Union, more decentralized in Yugoslavia, and nondirec- 
tive ("indicative") In France. Some institutions are limited to certain types of 
economic systems, such as collective bargaining in democratic industrial countries. 

Cultural traditions of societies also influence the pattern of economic behavior. 
Examples are the highly visible "work ethic" of the Japanese, the nonmaterialistfc 
philosophy of certain Buddhist countries, and the monthly pattern of retail sales in 
the United States with buying peak^ in the spring and just before Christmas. 

The performance of these economic units varies across time and place, in pail 
because economic institutions reflect the interplay of individuals pursuing some- 
what different goals and objectives. Moreover, these goals^ and objectives are 
constantly evolving in response to the way these institutions affect economic 
performance. Some economic units or groups possess greater power than others 
and , consequently have greater potential for affecting the institutional framew ork 
within which economic activity occurs. Because economic institutions play such a 
central role in every economic system, an understanding of them is essential to 
interpreting how market foi ees operate to allocate scarce resources among compet- 
ing wants. 
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yS^^IJI^f ^£[sU A number of mea.^iirement cuncepLs can help in explaining economic (le\ elop- 

/^/^kl/^cnTC "^^"^'"^ assessing economic performance. These concepts are not uni(iue to 
VwvJINL.tr I i economics nor are they limited in their use to the social sciences. Many of these 
concepts might be incoiporatetl into the mathematics cuniculum but taught with 
an emjjhasis on their ai)i)licability and usefulness in understanding economics. 



1. Averages and Distributions Around the Average 

Students should be able to distinguish, for example, between the total Gross 
National Pi-oduct and per capita or avei'ageGNP. They should also understand that 
an average tells nothing about the distiibution of values around the average. Per 
capita income, for e.xample, provides no information about how income is distrib- 
uted. Instead, an array of the number or percentage of income recipients by levels 
of income is recjuii^ed to show how income is distributed. 

2. Amounts versus Rates 

Students should be able to distinguish between, for e.xample, the amount of 
unemployment (the number of unemployed workei's) and the simple pei'centage 
unemployment rate (unemployment expressed as a percentage of the labor force), 
()!• between the amount of Gross National Product and its rate of growth (percent 
per vear increase in GNP). 

3. Index Numbers 

Index numbei-s ai'e useful statistical devices for nieasui'ing average changes in 
.such things as consumer pnces and industi'ial production. Students should know 
that, fo!- example, the Consume!' Price Index nieasui'es the avei'age change from 
M)me earlier base year in the prices paid by urban blue-collar and clerical workers 
fo!- the collection of goods and services they usually purchase. 

4. Real versus Nominal 

Students should be able to distinguish between nominal or money GNP which 
is nieasui'ed at cuirent piices, and I'eal GNP which is money GNP adjusted to take 
account of price changes. If pnces increase, for example, the amount of real GNP, 
as measured in last year's prices, will be less than nominal or money GNP. 

5. Ratios 

Ratios express the relationship of one i.jmerical value to another. An example 
woukl be the roughly 2:1 ratio of urienipk^yed black youths to unemployed white 
youths, 

f>. Tables 

Tables ai'e used t(^ display numbers in a concise fashion and to I'eveal particular 
relationships amimg (juantitative data. A tax table, r)r example, shows the 
amounts of tax to be paid for each different income le\el. 

7. Graphs and Charts 

(Graphs are u>ed to plot the relation>hips among different data. One exampk* 
utuikl be demand and ^uppK ciir\ es w hich phjt the relationship between price and 
the amounts of a ginnl (^Yfered for sale and demanded in the market. Other examples 
\\{)uU\ be bar charts ecjmparing, say. the percentage unemplcn ment rates cjf differ- 
ent suhgroup.^of the populatiiHi. or "pie" charts shcnving. for example, the way tax 
re\enues are spent. 
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CONCEPTS FOR 
EVALUATING 
ECONOMIC 
ACTIONS AND 
POLICIES 



Drood Social Goals 

The heart of economics is decision-making— choosing among alternatives. 
Economic decisions are not made in a vacuum. Rather, they are made in the light of 
a set of goals. These goals vary from one society to another, and they vary among 
groups and individuals within societies. The goals most evident in the modern 
world, and particularly in American society are: freedom, economic efficiency, 
equity, security, stability (full employment and the absence of inflation), and 
growth. 

These goals or critena provide means for evaluating the performance of 
economic systems and parts of them, as well as the desirability of existing pro- 
grams and newly proposed policies. 

1. Freedom 

Economic freedoms are those of the markeCplace— the freedom of consumers 
to decide how they wish to allocate their spending among various goods and 
services, the freedom of workers to choose to change their job, to join a union, and 
to go on strike, the freedom to establish a business and to decide what to produce 
and when to change the pattern of production, the freedom of savers and investors 
to decide how much to save and where to invest their savings. 

Economists are concerned about the freedom of individuals and groups, espe- 
cially insofar as particular actions open up or restrict freedom in the market place 
and affect the other goals of economic efficiency, equity, stability, growth, and 
security. Some argue that more governmental regulation limits the freedom of 
people to make individual choices. At the same time, however, such policies may 
free oth?r people to take gi-eater advantage of the opportunities provided in a 
market economy. In short, it is essential to define the kinds of freedom under 
discussion and whose behavior is most likely to be affected. 

2. Economic Efficiency 

There are several dimensions to efficiency. The first is technical efficiency 
which concerns using the least amount of resource inputs to obtain a given output, 
or obtaining the largest output with a given amount of resource input. This does not 
necessaiily indicate the most appropriate choice, however, because it fails io 
consider the diffei ^'nt costs of various inputs or the different benefits of various 
outputs. Economic efficiency goes beyond technical efficiency and considers the 
total costs and total benefits of various decisions. Economic efficiency means 
getting the most out of available resources. Actions should be undertaken if the 
benefits e.xceed the costs: they should not be undertaken if the co.sts exceed the 
benefits. The concept of economic efficiency is central in economics, and it should 
receive heavy emphasis in both individual and social decision-making. 

3. Equity 

Equity is an elusive concept. There is little agreement on what is equitable, 
people differ in their conception of what represents equity or fairness. In evaluat- 
ing economic performance, the concept serves as a reminder to investigate who or 
what kinds of people are made better or worse off as a result, for example, of a 
change in prices or the implementation of a new government program. Though two 
actions might appear to be equally efficient from an economic standpoint, one 
might, for example, benefit the rich and another the poor, one might benefit 
consumers and another producers, and so on. Many people would not be indifferent 
as to the results, since they harbor some concept of what is more or less equitable. 
Ultimately, the concept of equity manifests itself in the distribution of income and 
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wealth. A more neutral way of dealing with this concept is simply to talk about the 
income distribution effects of economic actions: Who gains and who loses? 

' 4. Full Employment 

Full employment means that all of an economy's resources are fully utilized. In 
practice, an unemployment rate which reflects normal frictional unemployment 
has come to be viewed as the operational measure of full employment, with 
continuing debate as to what rate in the 3-5 peicent range is indicative of full 
employment. The goal offull employment recognizes the heavy costs in lost output 
that accompany higher rates of unemployment, as well as the costs to individuals 
through economic hardship, 

5. Price Stability 

Price stability— the absence of inflation— is also a goal. While reasonable price 
stability might involve an upward creep of prices (perhaps 2 percent per year) 
substantial rates of increase often require individuals and businesses' to make 
costly adjustments to offset the effects of rising prices, 

6. Security 

The goal of economic security concerns the desire of people for protection ' 
against economic risks, such as unemployment, destitution in old age, business 
failures, bank failures, and precipitous price declines for one's product. The desire' 
for security has led to a variety of public programs and policies including unem- 
ployment compensation, social security, federal bank deposit insurance, farm price 
supports, and FHA-guaranteed housing loans. Economic security also results from 
private efforts, such as saving and insurance purchases, as well as from the growth 
of the economy which provides the mass of the people with more material wealth. 
Nations also engage in the quest for economic security by seeking through interna- 
tional agreements to assure themselves of access to key resources (e.g,, the 
Soviet-American grain agreement) or of adequate prices for their exports (e,g., 
international tin agreement), 

7. Growth 

"What effect v^ll this policy or program have on economic growth?" is a 
frequently asked question. Though this criterion is most frequently discussed in 
thinking about a nation's economic growth, individuals and firms also take acr^ount 
of how their actions and those of others will affect their own future ecoiiOmic 
well-being, as reflected in higher incomes and increased profits. Growch, is a 
long-run goal, to be thought of in years and decades. Whereas growth has typically 
been viewed as producing a broad range of benefits, attention has recently been 
called to the various costs that accompany economic growth. Consequently, 
growth is a less universally accepted goal today than it was a decade ago, 

8. Other Goals 

At times there are other goals important in the consideration of specific 
problems or questions. This listing simply reminds readers that they should con- 
sider other possible goals that fit the issue, 

Trode-Offs Among Goals 

These criteria for judging the performance of the economy and the multitude 
of actions occurring in it are most useful when discussing policy decisions inasmuch 
as policy actions and proposals are presumably directed toward the achievement of 
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some goal(s). However, many of the goals conflict and therefore difficult trade-offs 
have to be made. Examples are farm price supports, which promote security for 
farmers but may reduce efficiency and raise prices for consumers; minimum wage 
laws, which can be thought of as equitable (in trying to raise wages of lower-paid 
workers) but may increase unemployment; and wage-price controls,' which may 
temporarily restrain inflation but at the same time reduce efficiency and freedom. 
Economic analysis does not make value judgments on policy questions such as 
these. It can help people to understand the nature of the trade-offs and thereby 
form their own judgments in the light of their own values. Economic analysis 
encourages a reasoned approach to controversial economic issues, and this is 
perhaps the single most important reason for wanting citizens to have increased 
economic understanding. 

Self-interest and Personal Values ^ 

The concep ^f self-interest differs from the goals listed above. Self-interest 
reflects the co- rn of individuals for their own well-being and personal values, 
whereas the o jr goals noted reflect broader social concerns. Often the achieve- 
ment of social goals will come at the expense of particular individuals or groups of 
individuals. Those individuals or gi^oups adversely affected are likely to oppose 
actions proposed to promote attainment of these broad social goals. This means 
that the positions people ultimately take on economic issues will reflect the result of 
applying the reasoned approach and their own self-interest and values. It is 
important for people to try to separate these factors in understanding why they 
ultimately decide what they do on economic issues. 

* * * 

One way of linking these concepts is through the schematic in Figure 5 which 
tries to show how the various concepts are systematically related and how they can 
be used in answering the five basic questions about an economy. 



VI L Possessing 
on Overview 
of the Economy 



Another way of linking these concepts together is through an overview of the 
economic system. We attempt to provide a simple overview which reflects the kind 
of broad understanding needed to help to identify economic issues and to apply the 
elements of economic understanding. The^concepts have already been explained. 
The purpose nere is to present their interrelationships as a functioning system in 
the United States. (Readers who are already knowledgeable about the U.S. 
economy may want to move on immediately to Part VIII.) 

In our largely private enterprise economy (leaving government aside for the 
moment), consumers* money demands largely determine what is produced. Busi- 
nesses, in striving to make profits, try to produce those goods and sep;ices which 
consumers want, and try to do so at the lowest possible cost, in some cases also 
seeking to influence consumer demands through advertising and other selling 
activities. Businesses, in trying to maximize profits, draw productive resources 
(such as labor, land and machinery) into those occupations where they will contrib- 
ute most to meeting consumer demands; and businesses simultaneously pay out 
incomes to workers, landowners, and other suppliers of productive services who 
are also trying to maximize their economic returns. These incomes, in turn, make it 
possible for income-receivers to bid for the goods they want. Thus, markets in 
which prices rise and fall in response to changing demands and supplies provide the 
links which mesh together consumers and businesses, all of whom seek to make the 
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Markets. Supply and Oe7nar^« 
Tne Price Mechanism \ 
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Productive Resources 

Market, Supply and Demand 
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Government Interve ition and Regulation 

Aggregate Supply and Productive Capacity 

Aggregate Demand Unemployment and Inflation 

Price Level Changes 

Money and Monetary Policy 
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and Externalities 
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Market Failures 
Institutions 
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best of iheir own i)osition and abilities, into a working system. When individuals 
and businesses save i)art ol their income and make these saViiigs available for 
investment in new productive facilities or in the education and training of human 
beings, this incivases society's capacity to produce in future years. 

Individual freedom «f choice is central to the way the largely decentralized, 
market-directed American economy defines its goals and allocates its limited 
resoiure.N. But these individual freedoms, of the ccjiisumei*, wage-eai'iiei*, investor, 
-and business executive, are limited by lav,s and by >u&d\ and moral pressures, for , 
the protection of the individual and society. Thus, markets and i)rices. reflecting 
shifting demand and supply conditions, aw the main regulators of the allocation of 
scarce resources in the pivxluction of the most desii-ed goods and sei'vices: but 
go\ernments >et and enforce the rules under which nmipetition takes place, 
sometimes participating actively in the processes of production and (li>tribution/ 
I n summary, w orking within this overview, students need to pos>ess,kn<nvledge 
of a few simple analytical concepts^ a few major eamcmiic institutions, and a few 
basic economic ivlationships— not an elaboi^ate set of techni^-i terms, absti-act 
theory, or detailed masses of factual information. T\*'- bioad area> of understand- 
ing .Noem to u> essential. 
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A SCHEMATIC FRAMEWORK OF ECONOMICS 
AN APPROACH TO LINKING THE CONCEPTS 
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Personal Values 



Microeconomics: Resource Allocation and Income Disiribntion. Tlu' main 
rr«nu*\\(H-k ol'llu* niarkfl >\>ltMn. in uhirli c(»nsunH»r (UMnan(I> larirdy (U'ltTininc 
w lial i> pivnhia'dlln'ou^^h llu* inUTacl i(jn (jf.supply. tkMnand. and prico.s in niarkt*l>. 
\\a> outlintnl <iiit)\c*. in this sy.slcin a cruc-ial rule is plavcd by prolli.-. both as an 
incv!ili\(* lo bu>nu'>> propk* to pnuhicv nio.sl cfficifnllv what c(in>uiniM'> want and 
<usa M)umM»n'un(l> fur bu>iiK'.s> invt'^inuMit. Hut Ibt bt»ntdll> from individual and 
bu>in(*^M*n)noniic->('lf-inli'n'>i acrruc IcKvociclv as a wboK^only iva>(jnal)ly 
ac-li\(* competition prevails. When nionupoliMir practices (jc -ur. >t*ri(ju> prtjbleni.s 
may anM» in a markel-dirccHcd cconomv. 

IVtjpk* rmMvt* inconu*> mainly a.s payments lor the productive sei'viccs lb( v 
render \\\ producm^^ jrood> and >erv ice> vv hicli con.sunieis demand. 'Phoe inc<)m(\s 
ar(» i>aid both lor perM)nal mm'VIcc.s and for Uu» um* <jf accumulaltHl (sonu»limes 
niheriled) capilak 'Huls. hiirh American wa^^es rest fundamentally on the hi^h 
productivity of Ainei'ican labor, which arises both from the activities of uorker> 
tlieni>elve> and from the accumulalitm of capital and technolo^ncal and mana^^(»rial 
advance. Individual incomes vary widely, and .stru^^^des over inronu* .shares 
ihrou^di lal- umon> and throu^^h ^^r>vernmenl pro^n*ams (including those which 
fi^^hl discnimnalion) are a vi^^(jrous and continuing feature of the economy. 



Governments directly control how we use a substantial portion of our product- 
ive resources. This is done by collecting taxes and using the funds to provide 
highways, schools, national defense, and many other services. Some of these funds 
seek to alter the distribution of income by increasing the level and variety of 
transfer payments. In addition, governments establish many of the "rules of the 
game" within which the private sector of the economy operates. How much the 
government should do in all these capacities is a continuing issue in the modom 
American economy. " . 

. In today's world, international trade is of major importance. Students should 
understand that the basic case for division of labor and exchange of the resulting 
products IS the same internationally as within the nation— that with specialization 
and exchange a larger total quantity of goods and services can be produced with 
any given supply of productive resources. The fact that different nations use 
different monetary units— dollars, pound.s, 'francs-and sometimes place special 
taxes (tariffs) and quotas on foreign goods and services, however, does add a 
special dimension to international specialization and exchange. 

Macroeconomics: Economic Growth and Stability. The standard of living in 
an economy depends mainly on its current production. Economic growth reflects an 
increase in a nation's (total or per capita) productive-capacity. The upper limit to an 
economy's real output at any time (its productive capacity or maximum aggregate 
supply) IS set by its stock of productive resources'and the technology for using 
those resources. But its actual output depends also upon the amount of total 

in our profit-motivated system, and this total spend- 
ing sometimes e:cceeds and sometimes falls short of the level needed for stable 
economic growth. Inadequate aggregate deinand at existing prices and wages 
leads to recessions and unemployment. Too much aggregate demand results in 
inflation. Inflationary pressures may also be caused by increases brought about by 
powerful sellers, including businesses and unions, as well as the OPEC oil cartel, 
whose pricing policies generate cost-push pressures. Consumers, business firms] 
and government (reflecting the collective choices of individuals) are the three 
major groups of spenders in our economy; their decisions thus immediately deter- 
mine aggregate demand. These decisions are affected by many factors, including 
incomes received, profit expectations, tax rates, the stock of money, and interest 
rates. 

Government fiscal policy (taxes and expenditures) also affects total spending. 
Barnng other offsetting forces, aggregate demand generally rises when govern- 
ment mcreases its spending or reduces tax collections. Increases or decreases in 
the nation's money supply, and changes in interest rates and the availability of 
Credit, can also affect total spending, output, employment, and prices in the 
economy. The money supply depends mainly on the lending and investing opera- 
tions of commercial banks, which in turn are prihiarily controlled by monetary 
polfcies.. Determining the appropriate mix of government fiscal and monetary 
policy IS a never-ending Uxrk, and is one about which there will always be consider 
able dispute. 

Social policy vis-a-vis economic growth is also complicated. Insufficient in- 
v,3stment m both physical and human capital will slow the growth of the productive 
rei-ource base of an economy and will in turn slow the growth of future income. At 
th, oanie time both economic growth and population growth may have undesirable 
side effects, for example, overcrowding and pollution. Balancing these costs 
against the i)enefits of economic growth forces difficult choices in 'all types of 
economic systems. 
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VIII Idpntlfvlnn '^'^^ ^^^^ questions and issues raised in newspapers, television, 

y III. lUVI llliyii ly political campaigns, and our involvement in economic life, can be grouped into a few 

Issues broad categories which we identify below. • 

Two types of queries are embedded in this compilation. One concerns ques- 
tions of fact or prediction: What is known ab6ut economic behavior? Or, if we 
undertake sorpe action, what will be its predicted effects? The other concerns 
questions of value judgments: What ought to be done to alter economic behavior? 
Should we undertake a particular policy or not, given that various people and 
groups may be differently affected? Failure to distinguish between questions of 
' tvhat is and what ought to be Is the .cause of considerable confusion. 

The Market and Government Action. One major set of issues concerns the 
relative role of private market forces and collective governmental actions. On these 
issues we* are interested in knowing 

What happe7iSy or what is likely to happen, in response to changes in demand 
' , for, supplies of, and prices of individual goods and services? To changes in the 

supply and demand for labor and capital? To new developments in technology? 
These questions call for a description of how the economic system or parts of it 
behave under conditions of both competition and monopoly. 
But another, related set of questions arises: 

What ought to be done when people don't like the higher prices they must pay 
for individual products (e.g., oil, gasoline)? This involves thinking about 
whether to rely on the operation of market forces or on government actions, 
such as price ceilings, rationing, special taxes, regulation, and the like. 
Another way of phrasing the question is: When should collective action be 
used to allocate resources differently from the way the price system would 
allocate them? For example, should local government operate the local bus 
system? Should the federal government act to allocate energy sources, such as 
oil or gas? Should government continue to subsidize shipbuilding, farmers, and 
railroads? Most of these questions concern economic efficiency. But other 
questions of collective action relate closely to income distribution which is 
discussed below. As an example, should government raise gasoline taxes or 
use a direct quota rationing system to allocate relatively limited gasoline 
supplies? The former means that people with lower incomes will be made 
relatively worse off while the latter provides equal amounts of gasoline to 
everyone, irrespective of their ability to pay. All of these ''ought'* or ''shouW 
questions can be explored by asking what effects the proposed change would 
produce. Only after assessing the effects is one in a position to reach a 
judgment. 

Macroeconomics. Another important set of queries relates to the economy's 
overall performance, as reflected by the rates of inflation, unemployment and 
economic growth: 

What causes inflation? What causes unemployment? What causes growth? 
How do individuals and collective actions affect inflation? Who is hurt and who 
is helped by inflation? By unemployment? What are some of the benefits and 
costsof econoiiiicgrowth? Whatfs thelong-run relationship between economic 
growth and resources? Between economic growth, population, and employ- 
ment? Between economic growth and environment? What should be done 
about inflation or unemployment? What policies should be employed when 
unemployment and inflation exist simultaneously? How much economic 
growth should we seek to have? Should we attempt to speed or slow economic 
growth? What is the best way of doing this? 
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Income Distribution* Another set of major issues concerns the distribution of 
income produced by the operation of market forces and the redistributive effects of 
government action. Again, it is important to separate issues of **\vhat is'* from 
"what should be": 

What 15 the current distribution of income? What produces this distribution? 
To what extent does this distribution perpetuate itself? What is the effect of 
* existing and of proposed government policies on income distribution? S/iowZrf 
policies be adopted that are designed explicitly to change the distribution of 
income or economic well-being? Should the tax structure be made more or less 
progressive? Should schools continue to be financed largely by property taxes? 
Should policies designed to improve economic efficiency be adopted if they 
widen or narrow the distribution of income? Should government subsidize the 
housing of elderly and low-income renters? These issues, either openly or 
submerged just below the surface, appear to be critical to virtually all the 
questions posed above. They come up in any evaluation^ of how the market 
system works, in determining whether collective decisions alter individual 
economic decisions, and in assessing the extent to which inflation, unemploy- 
ment and growth affect the general well-being of the population. Who gains 
and who loses, and who should gain and who should lose, best summarizes 
what is at stake here. 

These questions are designed to give the flavor of some dominant economic 
issues discoveud in our search, although the space allotted to each type of issue 
should not necessarily be viewed as a measure of its importance in contributing to 
the development of responsible citizens and effective decision-makers, 

Identifying the substance of economic issues is important but students may 
need additional guidance if they are to make sense of the variety of news reports 
they encounter in their daily lives. This suggests the usefulness of distinguishing 
the ways in which economic news is presented. Three ms^jor types of presentations 
are found. The first includes reports which are largely descriptive, explaining how 
the economy or sections of it operate and adjust to change. The second embraces 
reports* which emphasize conflicts and disagreements among different individuals 
and groups, reflecting differing interpretations of how the system operates and 
adjusts to change, as well as differing value jtulgments about how the system 
should operate. The third includes reports which propose either altematiye ways 
of organizing resources or "solutions" to conflicts and disagreements about how the 
economic system does or shouJd opei*ate, ^ 

Because every economic issue evolves over time, a classification scheme must 
take this into account. Within each of the three categories listed above, we can 
further categorize news reports. First, there are reports of events or changes that 
are likely to have future economic consequences. Second, there are reports of 
immediate and short-run economic effects, both direct and indirect, of these events 
or changes. Third are reports bPthe longer-run et?onomic effects of these events or 
changes. Finally, there^ are what might be termed back^ound reports on the 
characteristics of markets or on sftuations in which the^e changes occur. 

The flavor of this classification schenie can be illustrated by a selection of 
newspaper headlines. The headlines selected pertain to the m'dfket for coffee, and 
they are reproduced in the following three pages. The first page contains descrip- 
tive reports of the 1975 freeze in Brazil — which destroyed a substantial proportion 
of its coffee trees— and its aftermath. The second page reveals some of the dis- 
agreements about how the coffee market should operate hy reflecting various 
reactions to the continued price increases for coffee. The third page traces the 
progress toward negotiating a new worid coffee agi-eement, which took effect in 
197G. 
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DESCRIPTIVE REPORTS 

On Changes Likely to Have Economic Co7iseqneiices 



Frost in Brazil Said to Ruin Half 
Of Coffee Crop and Peril Herds , 




Tilt New York Times, July 24, 1975 



On Immediate Effects of These Changes 



Frost in Brazil Sending 
Coffee Pnces Up 



The New York TimeSy August 4, 1975 



On ShoH'Run Effects of These Changes 



^:7-^77^^;^ices Are Still Rising 
Retail i^onet rii^ ^^^^ Future 



With No Break Seen in 



Future^ 

The Wall Street Journal, March A, 1976 



K«mg Resistance from Consumers 



The Wall Street Journal, August 8, 1976 



On Longer-Rnn Effects of These Changes ' ^ 



rrj^^^jj^^T^i^Bring New Hope 
?o impoverished Latin Peasants 



The New York Times, February 23, 1977 



On Characteristics of Markets in Which Thesj^ Changes Take Place 



Disasters in Coffee^ Nations Boost Prices 
To flighs^ Squeezing Industry, Consumer 




The Vfall Street Journal, February 23, 1976 
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REPORTS OF CONFLia AND DISAGREEMENT 

On Changes Likely to Have Economic Consequences 



Coffee Price Spiral May Be Facing 
Rising Resistance from Consuniers^ 



The Wall Street J<w«nia/, August S, 1976 



On Skort'Run Effects of These Changes 




The Netv York Timea, December 28. 1976 



The iVcti- York Times. January 5, 1977 



Brazil's Coffee Rip-Off 



The Neiv York Times, January 13, 1977 




^;^^^,,v Is Set Into Coffee 
Market By Governn.entUmt_ 




The \ew York Times, February 3, 1977 



On Longer-Run Effects of These Cnanges 



Protesters and A Wave ofThefts_ 




The S'ew York Times, March 6, 1977 
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REPORTS OF PROPOSED SOLUTIONS 



On Changes Likely to Have Economic Consequences 



On md£ Issues 



The Neiv York Times, February' 1, 



On ShoH-Run Effects of These Changes 



Coffee Producers End Talks 
Without Reaching an Accord 



The New York Times, April 26, 1975 



Coffee Price-Pact Negotiators Face 
Harder Job Because of Brazil Frost 



Th£ Wall Street Journal^ November 7, 1975 



On Lcnger-Run Effects of These Chavges 



U.S. 



The New fork Times, February 21, 1976 



On Characterisiics of Markets in Which These Changes Take Place 



Coffee 



In Debate 



________ '^xd^yy^V^^^ 

'tte^Znal Agreements 



Over 



TU Wall Street Journal, September 27, 1976 
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The pattern of headlines for coffee could be repeated for other topics, from 
both microeconomics and macroeconomics. The sugar market, for example, would 
provide a parallel series of stories. News reports of local efforts to ban the use of 
disposable containers, of local strikes and their settlement, and of other issues 
(ould be collected. At the macroeconomics level, headlines following the rise of 
unemployment from 1973 to 1975 would provide a useful collection for this 
classification scheme; so would the consideration and passage of the 1976 tax 
reform legislation. 

The importance of this classification scheme is that it can help students to 
appreciate t\\e richness, variety, and A'olving nature of economic events and 
issues. Moreover, it should aid them iiy'deciding not only what concepts are most 
likely to be important but also how b^st to api)ly the reasoned approach. 



IX. Applying the 
Basic Economic 
Elements to 
Particular Issues 



A few selected examples are presented here to demonstrate how the various 
elements of economic understanding can be used to illuminate particular economic 
isi>Ufcs. Additional examples will be found in Pait II of the Guide, Strategies for 
Teaching Economics. 

The first example is a relatively straight-forward one, dealing with scarce oil. 
The example is self-contained, and it has both a microeconomic and a macro- 
economic dimension; it ignores, for the sake of brevity, important considerations 
such as national security. The example follows: 



The Cose of Scorce Oil 

The current oil situation, with the threat of shortages and higher prices 
resulting from the actions of the foreign oil cartel, constitutes an interesting case 
study in the application of economic concepts and analysis to a problem important 
to all citizens. 

Baisic Facts 

The use of oil (1. Economic Wants) in the world has been growing rapidly over 
the years. Its supply is limited (3. Scarcity) and increasingly concentrated within a 
few foreign countries. The oil producers have formed a cartel (14, Competition and 
Market Sti-ucture) to enable them to raise the price of this essential mineral (12. 
Markets, Supply, and Demand). As the U.S. is required to pay more to ensure an 
adequate supply of energy, its growth (22. Economic Growth) could slow down and 
consumers of oil and oil products will be required to adapt to these higher prices 
(10. Interdependence). 

Consequences of the Oil Price Rise 

The immediate consequences of the oil price rise were three: 

• It contributed to the deepening of the recession of 1973-74 (18, Aggregate 
Demand: Unemployment and Inflation) and the temporary cessation of eco- 
nomic growth (22. Economic Growth) by transferring income from Americans 
to foreign oil producers and thus reducing the ^emand for goods and services. 

• It contributed to the inflation which reached double-digit proportions in 1974 by 
exeiting an upward pressure on costs of production (18. Aggregate Demand: 
Unemployment and Inflation), 

• it helped produce a trade deficit — an excess of imports over exports (24. 
Intel-national Economics). 

Two Alternatives and an Analysis of Their Effects 

Two major issues then faced the nation with each one embracing a series of 



ERIC 



36 

4^ 



subissues. The two major issues were: How should the scarcer supply of oil be 
divided up among the consumers and industries that wanted it? (6. Nature and 
Types of Economic System.) What could be done in the long run to develop new- 
supplies of energy and make the nation less dependent on the foreign cartel? (10. 
Interdependence.) 

Let us consider first how to allocate the scarce supply. Several alternatives 
present themselves. ^ 

• The first is to let the market price be pushed up by the forces of demand and 
supply (13. The Price Mechanism). This would cause consumers to consume 
less, i.e., people would drive less andieep their thermostats turned down 
because gasoline and fuel oil cosl more, and producers would be forced to use oil 
more sparingly. 

• The second is for the government to raise the price by imposing higher taxes on 
gasoline and other oil products (11. Government Intervention and Regulation). 
Gasoline, for example, in most European countries costs two to three times as 
much, as in the United States because of, higher taxes v?hich cu^b its use. 

• The third approach is for the government to hold prices down and institute 
formal rationing of the kind 'the nation had during World War II with user^ 
(consumers and businesses) receiving ration stamps or allotments which entitle 
them to a certain number of gallons of gasoline or oil each month (11. Govern- 
ment Intervention and Regula'tion). 

• \ fourth approach is for the government to "freeze" the price of oil and oil 
products to protect the users against a sharp price rise — but to take no other 
action. This cpuld result in long lines at gasoline stations, with the limited 
supply of gasoline going to those at the head of the line and the latecomers going 
without. 

• Still another approach is to encourage the voluntary conservation of scarce oil, 
as was done in response to the OPEC price increases. 

Next, let us consider how to develop new energy supplies, 

• One way of developing new energy supplies is to let the price rise. If, for 
example, the government were to decontrol the price of natural gas (an issue 
which has been hotly debated), the price would rise and producers would have a 
gi-eater incentive to look for and develop new sources of supply (7. Economic 
Incentives; 13. The Price Mechanism). ^ 

• A second way of encouraging new energy technologies is to relax environmen- 
tal protection legislation which acts to discourage strip-mining, offshore pil- 
drilling, ?nd the building of new nuclear power plants (11, Government Inter- 
vention and Regulation). 

• A third is for the government to subsidize private business, either through 
direct money subsidies or by granting tax concessions to stimulate the de- 
velopment of new technologies, e,g,, solar energy or shale-oil processing (7, 
Economic Incentives). 

• A fourth possibility is for the government to go into the energy business itself 
and use^tax money to build breeder reactors, solar energy installations, and so 
forth (11 • Government Intervention and Regulation). 

Evaluating the Alternatives 

All these alternative approaches need to be evaluated against the various 
economic goals of our society. Fundamental here is recognition of the fact that each 
alternative involves both benefits and costs, that we cannot achieve 100 percent of 
all our goals simultaneously, and that trade-offs must be made (4. Opportunity 
Costs and Trade-Offs). 
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Allowing a rising price to allocate the scarce oil is one approach to solving the 
problem of scarcity; in fact, this is what has happened. This approach brings up in 
some people's minds the question of equity: People with lower incomes will be less 
able to pay the higher prices. 

Raising the price of gasoline by a tax of, say, 30^ a gallon poses the question of 
whether or not the removal of billions of dollars of purchasing power from the 
economy might not so depress aggregate demand that the nation would move into a 
recession. The government could maintain aggregate demand by spending the t:»x 
receipts on other programs or perhaps by cutting taxes in other areas so that the 
demand for gasoline would not increase (21. Fiscal Policy: Taxes, Expenditures, 
and Transfers). 

The imposition of coupon rationing would raise questions of both efficiency and 
freedom. Experiences with coupon rationing in World War II suggest that it leads 
to the creation of a large and not very efficient government bureaucracy and also to 
illegal "black markets." 

Using the "long lines," first-come-first-served method to ration scarce 
gasoline would appear to be neither efficient nor equ table. However, it is compati- 
ble with freedom. 

Encouraging volun^ry conservation may succeed in the shoit run but is 
unlikely to provide a long-run solution. 

Stimulating the development of new energy supplies by allowing oil prices to 
rise also raises difficult questions. Would ret oil companies make larger profits? 
Would they invest these profits in new energy technologies or in other more 
profitable nonenergy enterprises? Would the government tax these additional 
profits and use the proceeds to subsidize public transportation? Would it be "fair" 
to consumers to allow prices to rise? 

If wc seek to encourage new energy production by relaxing environmental 
protection controls, will not society pay a high price through increased air and 
water pollution, and decreased quality of the environment (15. "Market Failures": 
Information Costs, Resource Immobility, Externalities, etc.)? But, if we allow 
environmental controls to obstruct energy production, will we not pay a high price 
through slower gi'owth and lost jobs? 

ConclMsion 

Even a brief look at the complex energy issue shows the importance of the 
reasoned approach — of using economic concepts and analysis to think one's way 
through the issue, to consider the various alternatives, and to evaluate these 
alternatives in the light of society's goals so that one can reach a rational conclusion 
which reflects one's own values and self-interest. 
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The Cose of Expensive Coffee 

The next example uses several newspaper articles on the coffee market to 
show how to apply the framework. The focus is on microeconomic issues. Circled 
portions indicate the most important content for analysis. 



EXAMPLE 1 



Copyright maCerial has been removed by ERIC, 



rhf \nv York Tnm-s, .lui\ 2*t. 1975 



((")iy7r) by The Now York Timos Com] 
Kepnnlo/I b> jwrniLssion 



An undorstandinK of this nows article calls for the concept of Markets, Supply 
and Demand (12), and particularly a knowledge of the determinants of supply. The 
effect of the frost will be to reduce supply available in the future. Given an 
understandinK of the relationship between price and quantity demanded, the 
rc^ader should prc^dict an increase in coffee ))nces in the near future. 
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EXAMPLE 2 



Copyright material has been removed by ERIC. 



The Nfw York Times. AuRUst 4. 1975 



©1975 by riic New York Times Coin|)any. 
Reprinted by iwrmisaion. 

This article describing the short-run effects of the frost requires the concept of 
Markets, Supply and Demand ( 12) as well as the Price System (1 1). The supply shift 
noted above did indeed lead to a price increase. This increase sends out a signal to 
consumers, sellers, and producers that will in time generate longer-run responses 
to the price increase. 



EXAMPLE 3 



With cofft. pric.il toartna, Nortlf 
of the Mr. Coffee automatic brewer is 

riff c"PS at a time. Called the 

Coffee Saver, it works on the same 
pnnciple as the Mr. Coffee machine 
eSlSl ^2 cups but cannot Je 
regulated for lesser amounU. The ma 
^hme will be introduced at the CHcT 
J^usewares Show this month. ' 

fffSSC^ ''^"^'"^ million iiymet. 
t»8ing> Mflrt with mosf .sJ Ir^^l 

uSKl «odelt^ Jo?Di! 

Maggio, the former baseball star wi I 
serve <ls pitchman for the Kc! ' 



Hminess Week. July 2«, 1970 
Repnnted with |K?nnis«jon. 



To understand this news article, we need several additional concepts, such a 
Economic Incentives (7), Productive Resources (2), and Interdependence (10). The 
higher price of coffee makes the use of large coffee-makers less attractive to 
consumers and is likely to reduce sales. Producers respond to the reduced demand 
by shifting resources to the production of smaller coffee-makers, hoping thereby to 
maintain their profit rates on the manufacture and sale of this appliance. The 
effects obsei-ved here indicate that different markets are closely linked, with the 
result that a change in one market will in due time give rise to changes in other 
related markets. ' ^ 
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EXAMPLE 4 



Copyright material has been remov3d by ERIC. 



The \\'<t!I istreet Jourmii, FVbruitry 197(> 



©Dow Jones & Company. Inc. I97(i. All Kights Res€r\'e<l. 
Reprinie<l wUh i)ennisaion of The Wall Street journal. 



The final descriptive news article recounts recent developments in the coffee 
market, and it also describes some of the gharacteristics (and facts about) that 
market (Economic Institutions). In addition to the concepts already noted, other 
concepts can be brought into play here. Included are Specialization, Comparative 
Advantage, and Division of Labor (8) in explaining why it is that coffee production 
is concentrated in Brazil, Colombia, Angola, and the Ivory Coast. The concept of 
International Economics (24) provides a basis for understanding the policy of 
coffee-producing countries to withhold coffee from the world market. The concept 
of Government Intervention and Regulation (11) explains how it is that the policies 
of coffee-supplying nations tend to be what they are. The concepts of Inflation (18) 
and Price Level Inci eases (19) can also be used to explain the rising costs of 
producing and getting coffee to consumers. 

The next set of two articles highlights conflicts and disagi-eements. 
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I Copyright material has been removed by ERIC> | 



QC)iy75 by The New York Times Company. 
The New York Times, June 25. 1975 Reprinted by fvnnission. 

^This article offers a brief explanation of the fact that a new coffee agreement 
has been reached that should have effects on prices and perhaps other effects as 
well. The details are limited but the picture obtained by the reader is that supply 
and price will be controlled so as to prevent large price fluctuations of the kind 
experienced recently. The fact that other solutions had been proposed and rejected 
indicates that various alternatives had been under consideration. The article says 
little about the effectiveness of the new agreement in meeting the various goals of 
either importing or producing countries, except that both groups of countries 
presumably achieved at least some of their objectives through the long process of 
negotiating t,he treaty.. Students could examine the effect of this agreement on 
economic efficiency for the United States, for example, and for economic efficiency 
in the producing countries, and for the distribution of income between the two 
groups of countries. 
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EXAMPLE 6 



Copyright material has been removed by ERIC, j 



The Wall Street Journal, August 19. 1976 

Repnnte<J with permission of The Wail Street Journal. 

© Dow Jones & Company, Jnc. 1976, All Rights Reserved. 



This article highlights a dispute between the government (through the Fed- 
eral Trade Commission) and General Foods Corporation over the effect of tho 
firm's pricing policy in coffee The concepts useful in analyzing this report include ' 
Markets, Supply and.Demand (12), The Price System (^3), Competition and Mar- 
ket Structure (14), Government Intervention and Regulation (11), and finally 
Economic Institutions which provide background and perspective on the role of 
government in regulating competition. The rationale for government action 
against monopoly would be provided through concept 15, Market Failures, The 
analysis of this dispute can be enriched by considering the economic goals implicit 
in the behavior of the FTC and General Foods Corporation. 
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These examples may be sufficient to show how newspaper articles can be 
understood by drawing on the basic concepts presented earlier in the report. 
Most attention was given to descriptive reports because they are less complicated 
to analyze. They require utilizing only a portion of the reasoned approach. 

Reports dealing with proposed solutions, and to a considerable degree those 
dealing mih conflict and disagreement, require use of all steps in the reasoned 
approach. Students can usually obtain from the article the broad outlines of a 
proposal, the contending groups (if there are any), and some indication of the 
expected effects of the solutions. Seldom, however, are the reports complete 
enough to give what might be considered a full presentation of^e issue. This 
makes it all the more important for stuclents to have a proc^ure — the reasoned 
approach— which they can use to help in developing>a fuller understanding for 
themselves. 

Application of the reasoned approach to the world coffee agreement before 
its acceptance can be illustrated mih the next article (Example 7) which was 
uTitten after acceptance of the agreement. Not only does the article describe the 
characteristics of the agreement but it also highlights the conflict between pro- 
ducing and consuming nations. 

What is the issue? At issue is the maintenance of high and stable prices of 
coffee for the producer countries and the maintenance of low and stable 
prices for the consumer nations. 

What are the alternatives? The alternatives involve reverting to the free 
market situation which antedated the first coffee agreement in 1962 or enter- 
ing into a new pact. This new pact will, through the exchange of information, 
help to reduce price fluctuations. Output quotas as well as incentives to 
produce coffee are provided for in the agreement. Other alternatives consid- 
ered but subsequently rejected included the provision of a price floor as well 
as a ceiling on thci rate of price increases. 

What concepts are needed? The concepts required to analyze the effects of 
the j:ew aiTangement t^e encompassed by the concepts already mentioned, 
sue Markets, Demand and Supjjly; The Price System; Government In- 
ter\^ --ion and Regulation; and International Economics, In addition, goals 
are needed to help in evaluating the effects of these alternatives. 

What .joals are important? The goal of econoirac efficiency focuses on how 
the agreement will promote the fuller use of re£Ources, The goal of equity or 
fairness indicates how the agreement will make soxne groups within both the 
producing and consuming countries better and others worse oTfr-J^Taddition, 
stability for the producer countries is important in making the best us\ of 
their resources; freedom touches upon the m^hi of government in limiting Ihe 
extent to which market forces ?re allowed lo operate; and self-interest cap^ 
tures the advantages seen by the participants in the liegotiations. 

What is the nature of the analysis and evaluation? The effects of controls 
on output, price floors, and price ceilings can be analyzed and then evaluated 
against the various goals outlined above. 

What is the decision? This leaves the student with the task of making a 
decision on what should be recommended. 
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The Cose of Airport Congestion 

Another and more complete application of the reasoned approach is provided 
in the policy case on airport congestion written byTels and Uhler.* This case is 
excellent for its completeness. 



Copyright material has been removed by ERIC. 



/ 

*F!rom Rendigs Fels and Robert G. Uhler, Casebook of Economic Proolems and Policies: Practice in 
Thinking, 1976-77 edition (West, 1976). Reprinted by permission. 
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X. * Reaching 

Decisions on 
Economic Issues 



u 




The process of reaching decisions is emphasizecl^tJKiSlie students aware that 
economic understanding is important arid that it ^fS^nd does lead somewhere — 
namely, to a conclusion and indeed a position for themudent on an economic issue. 
The process of reaching that decision is laid out in the presentation of the reasoned 
approach and is illustrated in the case on airport congestion. 

We want to emphasize several cautions for both students and teachers. First, 
as pointed out' earlier, some news reports 'are descriptive and do not call for a 
decision, except perhaps a declaration from tlie student that he or she understands 
the situation. Second, frequently all the information needed to make a decision is 
not available, and this requires that any decision be put off until niore information 
has been gathered: It is true that we never have full informationon which to make 
decisions; at the same time it is important to recognize ^Yhen deficiencies in the 
available information make it ^l^Hl^ to try to reach a decision. Third, ev.en though 
sufficient information may be available to students, and even though they may 
arrive at identical rankingsjDf the alternatives for each of the goal$, their conclu- 
sions may still differ. What practitioners of the:.reaponed.approach sometimes fail 
roTeaIi5:e is that personal goals of self-interest ultimately have to be taken into 
account and they uill color, and sometimes overwhelm, judgments reached on the 
evaluation against broad economic goals. For example, while tariffs may not be in 
the interests of the entire population, students whose parents are employed in an 
industry protected by tariffs may oppose the removal of tariffs,. In short, personal 
self-interest must be recognized in the evaluation process as students reach their 
decisions about economic issues. Fourth, if students use the reasoned approach in 
arriving at conclusions with which others disagree, these decisions should not be 
judged as either right or wrong, good or bad. These decisions reflect the end result 
of a process by which students can reach decisions. This process is designed to 
encourage them to think in a systematic way and to develop their own powers of 
reasoning. This does not mean, of course, that students shoul^l not be encouraged 
to debate their positions and be persuaded to change their minds. Nor does it mean 
that they should not be connected if they use economic concept^lnappropriately. 
But it does require that no attempt be made to force all students to accept the same 
.conclusion. 

We conclude by emphasizing the importance of orderly, objective decision- 
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making and the care that must be taken to ensure creation of the proper environ- 



ment for achieving this final step in tjhe-reasoned approach. 



Appli 



XI . Exercisi ng The abmty to use the elements of economic understanding already described 
, CI Ml X requires not only good models but dlso extensive practice. Unfortunately, the 
th© jKnIS Ol number of good models---in the fonnoLexisting materials—is limited, particularly 
lirritinn ^^^^^ suitable for elementary and secondary students. And how to provide' the 
IIUUI IvJ extensive practice studeirfsneed may not always apparent to teachers. Because 
of this, it is important tjo indicate how these two gaps can be filled. 

What kinds of teaching materials are most useful? First, they must illustrate 
the use of different concepts,'they must offer opportunities for analysis, and they 
should require an evaluation. In other worfis, the material must be rich enough in 
detail, but not so rich as to overwhelm, so that both teachers and students can 
grapple with it. Second, the material should be such that two rational individuals 
with different values could reach different conclusions about' the issue posed. This 
is important because students need to be impressed with the idea that there is not 
always one "correct" answer to be searched out. However, this does^iot necessar- 
ily mean that there will be differences in the analysis; tfie difference will come 
largely in the importance attached to different goals. 

There are three sources of material. One is textbooks which increasingly offer 
examples and "cases" ranging from the simple to the complex. Another is Part II of 
this Guide, Strategies for^Teaching Economics, which suggests appropriate teach- 
ing materials, for the various grade levels and topics studied in them,' A third 
source is newspapers arid news magazines which contain a wide variety of reports 
on current economic issues. Local news on issues such as rent control, strikes, 
disputes over zoning, how to provide needed local services, and the like, offer 
marvelous possibilities for capturing student interest. National issues, though 
usually more remote to students, also receive great attention in the pr^ss. 

Because many teachers have not had much experience in using current news 
^ reports, the MaSster Curriculum Guide shouJd advise teachersl^n how to select and 
use this material. Tips must be developed for teaghers on how to present casefS in 
the classroom, how to involve students in the discussion of them, and how to ensure 
that the important concepts are mastered. In addition to the usual printed mate- 
rials for teachers, and in the absence of training workshops that would cover many 
of the cases, the production of videocassettes can be a valuable aid, especially to 
teachers who feel somewhat unsure about their own knowledge. Ideally, these 
tapes would show actual classroom presentations, followed by some commentary ' 
on how the discussion proceeded. 

In conclusion, the purpose of eXiimples and cases is to give students a clhance to 
practice the kind of reasoTilng educateid people must employ in the "real" world. 
This practice, which builds on a knowledge of all the elements of economic under- 
standing can make learning economics interesting and challenging, and in the lon^ 
run it is likely to have more lasting value for stiidents/Ultimately, students must 
reason for themselves. Therefore, the more practice, they obtain and the more 
effective that practice can be made through the avajlability of good materials and 
well-trained teachers, the more likely it is that students can better understand how 
the economy operates and how their decisions affect it and themselves. 
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